Section 3 Building an international industrial structure for market creation

As described in Section 2 of this chapter, Japanese industries have been further advancing their
globalization in recent years. However, according to the discussion in Chapter 1, the competitive
environment surrounding Japanese companies has intensified, as the role of the “Greater Asian
Market” as a global growth engine has grown, and due to impacts from European and US companies’
strategic initiatives and increased competitiveness of emerging countries.

On the other hand, as discussed in Section 1, Asia, in which Japanese companies have developed
networks of manufacturing bases, is expected to develop into a large-scale economic zone that serves
as a“huge consumer market” and a “powerful knowledge-creation base.”

Under these circumstances, Japanese industries are forced to reconsider the ways in which they
should develop international business developments in Asia and other areas.

Inthis Section 3, we will discuss how Japanese companies should build their international business
networks, including how they can proactively provide goods and services that meet the needs of
customers from local communities for the creation of new markets, in particular, the “Greater Asian
Market;” how they can take advantage of those new markets as centers for innovation; and research
and development.

First, we will (1) verify the current condition of the global competitive environment surrounding
Japanese companies, which have developed overseas business operations, using survey results and
other information, and discuss how they should configure their global value chains. We will then (2)
discuss the significance of international business development by “domestic market oriented”
industries such as the distribution and infrastructure intensive industries, and how this development
should be undertaken. Finally we will (3) discuss the pioneering efforts in their international business
development by small- and medium-sized enterprises along with risks involved.

1. Current condition of the global competitive environment surrounding Japanese companies

The success of companies’ global expansion of value chains is closely linked to local consumer
trends and the manner inwhich local management resources are used. Considering this aspect, we will
examine whether Japanese companies are successfully expanding business operations in the emerging
countries compared with their foreign competitors, and whether they are effectively utilizing local
management resources. We will also consider the issues involved in the Japanese companies’ global
business development.

(1) Japanese companies’ global business development
(Japanese companies expect sales growth in the emerging countries’ markets)

According to the survey conducted by the Japan Economic Foundation', Japanese companies
operating overseas expect a greater sales increase in high potential growth markets in many emerging

! The Japan Economic Foundation (2008), “GLOBALIZATION GA SEKAI OYOBI NIHON KEIZAI NI
ATAERU EIKYOU NI KANSURU CHOUSA KENKYU” . Please refer to Supplementary Note 2-2 for details
of the survey.



countries and regions such as BRIC (China, India, Russia, and Brazil), Vietnam, ASEAN4, Central
and Eastern Europe, and the Middle East than in the European and US developed countries’ markets
(see Figure 2-3-1).
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(Japanese companies are lagging behind their European and US counterpartsin their
international business development)

However, it cannot be said that the international business development by the Japanese companies
has made considerable progress relative to the size of the economy. Comparing the ratios of foreign
direct investment to GDP, that of Japan is seen to be significantly lower than those of other developed
counties?, although the outstanding balance of foreign direct investment from Japan has grown.

Moreover, considering the balance of foreign direct investment in the emerging countries from the
major developed counties, we see that the investment from Japan has been heavily concentrated in
China and ASEAN regions (see Figure 2-3-2). Japanese investment in other areas such as India,
Russia, Brazil, and the Middle East is relatively smaller than those from the United States and the
United Kingdom in the same areas. Moreover, in ASEAN countries, which are geographically close to
Japan, the balance of investment from the United States is greater than that of Japan. Japanese
investment in China is the greatest; however, the United States and the United Kingdom have been
agoressively investing in China as well

2 OECD (2007a), Saying Conpetitive in the Global Economy



Figure 2-3-2 Balance of direct foreign investment in emerging countries from mgjor developed counties
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(Rise of companies from emerging countries)

In addition, companies from emerging countries such as Taiwan, Republic of Korea, and China
have developed their global value chains in recent years, increasing their competitiveness substantially.
Overseas business developments by these emerging countries became active in the 1990s. Examining
the trend in the growth ratio of the foreign direct investment balance, that of Japan was overall higher
urtil the late 1980s; however, it was reversed around 1990 and since then, those of emerging countries
have been generally higher than that of Japar.

Through overseas business development, companies from emerging countries have been steadily
expanding their consumer base. Looking at each country’s share in the total final goods exported to
emerging countries, that of Japan fell 3.3% from 17.3% to 14.0% between 2001 and 2006, while China
and Republic of Korea increased their shares by 3.2% and 1.7%, respectively”.

As seen above, although Japanese companies are striving to expand their business in the emerging
countries' markets, other developed and emerging countries have been more aggressively engaged in
global business development activities. As a result, Japanese companies are facing increasingly
intensified competition in the overseas markets.

3 UNCTAD, “ WIR Annex Tables’
4 Research Ingtitute of Economy, Trade and Industry, “RIETI-TID2007”



[Column 9] South Korean companies’ global business development
(More aggressiveforeign direct investment than Japanese companies)

South Korean companies in the electrical, electronics, and automotive industries have been
aggressively investing in the overseas markets, competing fiercely with Japanese companies in every
market around the world.

Foreign direct investment from Republic of Korea has been sharply increasing since the end of the
1980s. Some experts pointed out four factors behind this increase: (1) capital accumulated in the
country due to the savings ratio exceeding the investment ratio, (2) loosening of the foreign exchange
control policy in response to increased trade surplus, (3) increased need for structural adjustments due
to labor shortage and labor cost increase, (4) deteriorated export environment (exchange rate
appreciation pressure, intensified trade friction, and the end of the Generalized System of Preferences
inthe United States)®.

After the Asian Financial Crisis in July 1997, South Korea's foreign direct investment declined
sharply. However, as a result of efforts to recover the economy through promoting exports taking
advantage of its depreciated currency, its foreign direct investment started to grow again in 2000.

The significant changes observed after the Financial Crisis are the country’s reduced direct
investment in the ASEAN4 countries, which were previously the primary investment targets, and the
increased investment in China; it also led to a rapid increase in direct investment in areas other than
Asia, such as European and US countries, and Central and South American countries’. The former
changes are considered to be caused by the country’s strategy to increase its price competitiveness
taking advantage of China’'s low production cost, and the latter changes are considered to be brought
about by the internationally competitive companies’ strategies to strengthen their business base and
enhance their earning capabilities. Looking at South Korea's foreign direct investment in the emerging
countries’ markets from 2001 to 2006 by country, larger increases were seen in China, ASEAN, India,
Central and Eastern Europe, Russia, Central Asia, etc.

Other factors behind South Korean companies’ aggressive overseas business development include
the fact that the country’s population is less than 50 million and the domestic market is not sufficiently
large, and that Republic of Korea experienced the Asian Financial Crisis, which placed the country
under IMF supervision.

(Initiatives of Samsung Electronics, an electrical and electronics industry company)

The initiatives of Samsung Electronics, an electrical and electronics industry company, are
introduced below.

Samsung Electronics has taken aggressive steps in establishing business operations in emerging
countries such as Central and Eastern European countries and CIS (Commonwealth of Independent
States) countries, where Japanese companies were not doing much business. The company entered
those regions at a very early stage when competition was not yet severe, with a strategy to quickly

5 KitamuraK. (2002), ASIANIESNO TAIGAI CHOKUSETSU TOUSHI
® KitamuraK. (2002), Same as above.




capture alarge market share before others entered the market.

For example, the company entered the Russian market to establish its mobile phone business before
any other of its competitors did. In 2003, Samsung Electronics undertook aggressive advertising and
promoation initiatives to build its brand awareness, which included the establishment of a showroom in
the central district of Moscow and the provision of support for alocal ballet troupe. Due to these efforts
and other factors, the company gained the top market share in the Russian mobile phone market in 2004.

o Initiatives to build brand awareness

With the understanding that it cannot sustain long-term competitiveness by counting on low-end
products, Samsung Electronics has been undertaking measures to build its brand awareness aiming to
enhance the added value of products. One of the company’s focus areas to strengthen brand awareness
was the product design. The design sections, which were traditionally placed under every product
development department, were integrated into newly established design centers. The design centers are
located in key cities around the world, and they work closely with the headquarters in Republic of
Korea. This move enabled Samsung Electronics to create designs that better and accurately reflect
consumer trends in the marketplace. Moreover, the company has also enhanced its brand image by
such activities as offering sponsorship to the Olympic Games and other sporting events, and promoting
“famous spot marketing” in which a large-size advertising signboard is put up at popular and highly
visible locations with heavy flow of traffic, in various locations throughout the world.

These brand building efforts have produced notable results. According to the survey results of
consumer perceptions on each country’s products, Korean products were ranked among the top groups
in the “products with a lively and vigorous image” category (Column Figure 9-1). In some locations,

the Korean products were ranked higher than Japanese products.
Column Table 9-1 "Products with alively and vigorous image" category

Hong Kong Tape Seul Bangkok Mumbai Shanghai M oscow Frankfurt
Korean Japanese Korean Japanese Korean Chinese Korean Japanese

1 products products products products products products products products
(70.3% 62.3%) (27.4%) (34.0%) (20.2%) (36.5%) (29.6%) (28.5%)
Chinese Korean American Korean Chinese Korean Chinese European

2 products products products products products products products products
(50.6%) (56.6%) (22.1%) (27.4%) (14.1%) (33.9%) (28.6%) (25.2%)
Japanese European European American Japanese American European Chinese

3 products products products products products products products products
(48.5%) (49.8%) (21.5%) (24.1%) (11.4%) (32.5%) (16.8%) (20.5%)

European American Japanese European American European American American

4 products products products products products products products products
(41.8%) (41.6%) (19.1%) (23.5%) (11.1%) (32.0%) (14.4%) (16.9%)
American Chinese Chinese Chinese European Japanese Japanese Korean

5 products products products products products products products products
(32.8%) (16.0%) (8.0%) (19.8%) (9.6%) (28.4%) (14.2%) (13.2%)

Source: Hakuhodo (2008), "Hakuhodo Global HABIT 2007"

o Human resources development

Samsung Electronics established a foreign market specialist training system in 1990 as part of its
human resources development program. This system aims to train specialists who have in-depth
knowledge of foreign markets and enhance the company’s marketing capabilities. A trainee in this
training systemis allowed to stay in an overseas potential market area for a year. While actually livingin
the area, he or she focuses on learning about the local history, culture, and potential customers’ tastes in




order to become an expert of the potential market. Samsung Electronics is striving to strengthen its
marketing capabilities through such human resources devel opment activities as described above.

In addition, after the Asian Financial Crisis, the company started to promote global human
resources development activities including a management training program for foreign-based foreign
executives at the headquarters.

(Enhancing research and development capabilities)

South Korean companies have substantially improved their research and development capabilities
as well. The number of patent applications filed by South Korean companies has been increasing in
recent years (see Column Figure 9-2). It surpassed that by German companies in 2002.

Column Figure 9-2 Transtion of number of patent applications by each country
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(Gap between large companies and small- and medium-sized companies)

In Republic of Korea, while large companies such as Samsung Electronics have successfully
enhanced their business performance through aggressive overseas business development, small- and
medium-sized companies are lagging behind in this regard. The gap in the earnings ratio between large
companies and small- and medium-sized companies in Republic of Korea was about 5% in 2004,
which was greater than that in Japan.

Some experts point out that the industrial structure in Republic of Korea developed with the
support from Japan including the implementation of Japanese technologies, and manufacturing
equipment and the development of domestic parts and raw materials industry is lagging behind’. This
is considered to have caused the gap in the earnings ratio between large companies and small- and
medium-sized companies in Republic of Korea.

Although the gap between large companies and small- and medium-sized companies is an issue as
described above, there have been interesting and evocative examples in Republic of Korea such as the
case of Samsung Electronics, where the rapid growth was achieved by incorporating management
resources from around the world.

" KubotaT. (2004), “CHUUSHOU KIGYOU KOKUSAIKA SHIEN REPORT CLOSE UP ARATANA
KYOKUMEN WO MUKAETA KANKOKU BUSINESS TO CHUUSHOU KIGYQOU”




(Japanese companies are struggling to maintain their market share in the emerging countries)

As mentioned above, Japanese companies recognize the importance of their business devel opment
into markets of emerging countries whose GDPs are growing rapidly. The important issue for themis
to develop value chains keeping pace with the growth of the emerging countries’ markets for
increasing their corporate value and for establishing solid earning foundations.

However, most Japanese companies are struggling to maintain their market shares in competition
with their foreign counterparts in the emerging countries’ markets. In the markets in China, NIEs and
ASEANA4, about 30% of the Japanese companies claim that they are maintaining their market shares;
whereas in all other countries and regions, the percentage of companies claiming that they were losing
shares was the greatest (see Figure 2-3-3).

Figure 2-3-3 Jgpanese companies' sharein emerging countries’ markets compared with those of foreign companies
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The competitors are not just European and US companies. In the ASEAN markets, Chinese
companies are the major competitors and in the Indian market, regional enterprises are the main
competitors. Companies from emerging countries have shown themselves to be competitors (see
Figure 2-3-4).



Figure 2-3-4 The strongest foreign competitor asa product distributer in the emerging countries markets
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(2) I'ssues in Japanese companies’ business development by value chain function

What is required, then, for Japanese companies to maintain their market shares in the fast-growing
emerging countries’ markets, to enhance corporate value and increase revenue in the intensifying
competitive environment? In the following section, we will review Japanese companies’ overseas
business development in each function area of the value chain, namely, “research and development,”
“manufacturing,” and “sales.”

(The “research and development” function, which requires the consideration of a shift to open
innovation)

The research and development capabilities of Japanese companies are globally at the top level. For
example, the number of patent applications is the highest in the world. Considering the relationship
between the ratio of net export to GDP in Japan and different types of capital stock in Japan, we see
that intellectual capital has been the driving force behind the export increase®. Moreover, based on the
international comparison of the ratios of research and development expenses to GDP, those of Japan
are seen to be higher than those of other developed countries. While those of European and US
countries remain unchanged, Japan's ratios are on the increase’. Although China's ratio has increased
significantly since 1995, it is still about two percentage points less than that of Japan.

However, it might be possible that Japan's efficiency in research and development is decreasing.
Considering the ratio of operating income to the research and development expenses during the
preceding five years, in the short term, this ratio has been increasing along with the recent increase of

8 Supplementary Note 2-3. “Verification of the Heckscher-Ohlin theory by the element's content and
regression anaysis approaches’
°® OECD (2007h), Science, Technology and Industry Scoreboard 2007.



the operating income; however, in the long term, it has been declining (see Figure 2-3-5).

Figure 2-3-5 Transition in R& D expense efficiency ratio in the manufacturing industry

(Million yen)
1,400 500%
—+— In-house R& D expenses per company 1 450%
1,200 —=— Operating income per compary
—— R&D experse efficiency ratio (right axis) 1 400%
1,000 1 350%
800 1 300%
1 250%
600 1 200%
400 1 150%
1 100%
200
1 50%
0 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 0%

19841985 1986 1987 19881989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 (Y ear)
Notes: 1. Referred to Ministry of Education, Culture, Sports, Science and Technology (2003) Annual Report on Promation of Science and Technology,
Fiscal year 2002.
2. Used return (operating income) on R& D expense to measure R& D expense efficiency, assuming a lead time of five years.
The formula is as follows.
R& D expense efficiency ratio for the year = Operating income during the preceding five years / In-house R& D expenses during the preceding five years
Source: Statistics Bureau, Ministry of Internal Affairs and Communications, Survey of Research and Developmrent.

The causes behind this R&D expense efficiency decline are considered to include the intensified
global competitive environment and the higher per product R& D expense reflecting the increased need
for more advanced technologies. One possible solution to this problem is open innovation™. However,
Japanese companies might be lagging behind in implementing the open innovation strategy. The facts
that support this are as follows: the extremely small shares of overseas subsidiaries in the total net
sadles or R&D expenses in Japanese companies compared with those in companies from other
developed countries (see Figure 2-3-6) and the low number of collaboration projects with outside
research and development firms (see Figure 2-3-7).

% 1 the open innovation model, companies undertake initiatives such as collaborative research and
development with other firms to improve their research and development efficiency and to actively
incorporate their technologies and knowledge; launching new businesses by obtaining license from other
companies; transferring or provide license of intellectua property rights, which cannot be used by
themsel ves, to other companies; creating a new market with international standards where participating
companies share and utilize their intellectua property rights. As factors behind the increased need for the
open innovation approach, the Council on Enhancing Competitiveness through Intellectua Property under
the Intellectua Property Strategy Headquarters pointed out shortened product cycles due to quicker
changes in customer needs, higher R&D and facility investment costs due to the increased need for more
advanced and complex technologies, and enhanced areas of application for useful knowledge and
technol ogies, which became available owing to the devel opment of IT technologies.



Figure 2-3-6 Share of foreign companiesin total R& D expenses and net saesin OECD countries
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In addition, there is also little inflow of highly qualified researchers undertaking research and
development activities in Japan™. The ratio of inventions made overseas and owned by Japanese
companies is also low™. This implies that Japanese companies perform most of their research and
development activities in Japan and are lagging far behind in incorporating foreign, highly qualified
research and development resources and achievements. Moving on, one of the key issues for

! The status of acceptance of foreign highly qualified human resources by Japan is described in Section 1
of this Chapter.
12 OECD (2007b), Science, Technology and Industry Scoreboard 2007.



improving the research and development efficiency of Japanese companies is utilizing foreign, highly
gualified research and development resources.

(In “manufacturing capabilities,” companies in emerging countries are catching up with
Japanese companies)

Japanese companies have a competitive advantage in their high quality products and services.
However, in recent years, companies in emerging countries, in particular in China, Republic of Korea,
and Taiwan, where manufacturing industries have been prosperous, have greatly improved their
product quality, catching up with the Japanese companies in the product quality.

In the past, although Chinese, Republic of Korean and Taiwanese products had competitive price
advantages, Japanese products had competitive advantages in quality. However, South Korean and
Taiwanese companies in particular have successfully enhanced their product quality. According to the
results of the survey conducted on Japanese companies, 16.9% of the respondents in the high added
value products category and 32.6% in the general purpose products category stated that South Korean
and Taiwanese products were comparable in quality and less or similar in price (see Figure 2-3-8). In
the electrical and electronics parts categories, the ratios were 28.6% and 42.0%, respectively, showing
that the competition is intensifying™. In the automotive category, a South Korean automotive company
was ranked third** in the US automotive initial quality survey in fiscal years 2004 and 2006, showing
quality improvement™.

To compete effectively with up-and-coming companies from emerging countries, Japanese
companies are seeking to differentiate their products by offering added value. More than half of the
corporate and consumer product manufacturers are currently producing high added value products,
and more companies aim to produce high added value products in the future®. By industry, in the
“general  machinery,” “precision machinery,” and “info-communication machinery and
equipment/electronic parts and devices’ industries, many companies responded that their future target
products will be those in low and mid-range prices’’. However, it is questionable if Japanese
companies in these industries can compete with their Chinese, South Korean, and Taiwanese
counterparts in commoditized products, which are their strength.

To offer added value, Japanese companies need to enhance research and development activities
and further improve product quality control efforts. However, since the product quality of emerging
countries' companies has been improving, Japanese companies should consider measures to promote
the activities of other value chain functions such as sales and services, while maintai ning their current

13 Ushida S. and Takahashi N. (2008), “Survey Report on Overseas Business Operation by Japanese
Manufacturing Companies — Result of JBIC FY 2007 Survey: Outlook for Japanese Foreign Direct
Investment (19" Annual Survey) —.” Conducted on 600 companiesin July and August 2007.

14" JD. Power and Associates, Press Rel eases (2004, 2006), “Initia Quality Study”

> However, JETRO (2007b), KANKOKU, CHUUGOKU KIGYOU NO OUBEI SIJOU SENRYAKU states
that South Korean vehicles were classified as below average in the US vehicle dependability survey and
were not necessarily highly evaluated.

16 JETRO (2008), “Results of its Survey on International Operations of Japanese Firms 2007” (conducted
in November 2007 and January 2008 and 733 compani es responded).

7 JETRO (2008), Same as above.



strength in manufacturing.

Figure 2-3-8 Competition with Chinese, South Korean, and Taiwanese companies in overseas markets (manufacturing
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(Srengthening “sales’ function in the emerging countries’ markets, which requires a
commitment to meeting customer needs)

Among different value chain functions, Japanese companies need to strengthen the “sales’
function the most to develop emerging countries’ markets. In all, 39.5% of the companies responded
that they needed to strengthen the “sales” function to capture emerging countries’ markets, which was
the highest ratio (see Figure 2-3-9). Moreover, in relation to the functions that are considered
important at overseas bases, 52.9% of the responding Japanese companies, which is the highest for any
one category (see Figure 2-3-10), stated that they believed that sales activities were crucial in the
merging countries’ markets.



Figure 2-3-9 Business function considered to need enhancement for capturing emerging countries markets
(n= 478, %)
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Figure 2-3-10 Functionsthat are considered important at overseas bases for capturing the emerging countries markets
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To the next question, “What are the most important areas in your sales activities in the emerging
countries’ markets?’ more than half of the companies responded that learning deeply about the needs
of the local customers and providing accurate feedback to the R&D and services departments are key
for expanding sales in the emerging countries’ markets (see Table 2-3-11).

Figure 2-3-11 Important pointsin supplying products and servicesin emerging
countries markets in comparison with devel oped countries markets
n=478

Accurate feedback of Promptly introducing into the markets | Curbing the pricesfor Enhancing
customer needsto product | productsand services that meet the product and services product and Other
and services departments changing needs of customers qudity services qudity
52.9% 31.2% 21.1% 11.3% 4.0%

Source: The Jgpan Economic Foundation (2008), Resear ch survey of the impacts of globalization on the global and Japanese economies.




In developing businesses in the merging countries’ markets from product development to sales,
companies need to closely and actively coordinate value chain functions to supply products and
services meeting the customers' specific needs.

[Column 10] Aggressive global expansion of German small- and medium-sized companies
(examples of Hidden Champions)

The German economy is supported by its strong exports. Its annual value of exports has been the
highest in the world for several years. The leading medium-sized companies are the driving force
behind the strong export™®.

Those leading mediumsized companies are represented in the group called “Hidden
Champions™.” This title came from the fact that they are the leading medium-sized companies that are
ranked among the top three in the industry, but are less visible in general. There are 1,316 Hidden
Champions groups in the German-speaking countries (Germany, Austria, and Switzerland). The
average number of employees is alittle over 2,000°.

The Hidden Champions groups generated one million employment opportunities and increased
their sales by 2.5 times between 1995 and 2005. The annual average growth rate was 9%, which is
comparable with the GDP growth rates of emerging countries such as China and India.

Behind this phenomenal growth, there are some common driving factors shared across the Hidden
Champions groups, one of which is outstanding technology development capability. In a sample
comparison, the average number of patent applications per 1,000 employees in the Hidden Champions
groups was about 31, while that of large companies was only 6. However, the average budget allocated
to each patent was only one-fifth of that of large companies. The R&D efficiency is high in the Hidden
Champions groups.

The other factor is their business model with a highly developed value chain and a
customer-oriented approach. Instead of branching out into other business fields, these companies
focused on developing their core businesses in order to increase their competitiveness. They have
identified the areas in which their source of competitiveness lies, and they do not outsource functions
in those areas. On the other hand, they actively outsource functions in other areas. In the area of
procuremernt, they have been looking for high quality products and services from around the world.
They are focusing on developing the core parts of their value chains.

This approach of focusing on developing the value chain is linked to the customer-oriented
approach where direct customer contact is valued. Accordingly, most of the companies adopt a
direct-sales system.

Another mgjor factor behind the success of these local small- and medium-sized companies is top
management with a global perspective. The average length of the tenure of the top management of

'8 |n Section 2 of this Chapter, it was stated that in the Japanese small- and medium-sized companies, the
production ripple effects from private consumption expenditure and public fixed capital formation are
9reater than those from exports and capital investment; further devel opment of globalization is expected.

? The name came from Simon, H. (1996), Hidden Champions.
% Source: JETRO Deutschland website




companies in the Hidden Champions groups is very long (about 20 years). The strong leadership of
these management individuals, who had clear visions to establish strong value chains, contributed to
the successes. By geographic region, sales in Asia and Eastern Europe have increased substarntially.
With the top management having global visions, companies in the Hidden Champions groups are
transforming themselves from the trans-Atlantic type companies whose main sales come mainly from
Western Europe and the United States to the Eurasia type companies, who aim to expand sales in
Central and Eastern Europe as well asAsia.

Companies in the Hidden Champions groups mostly hire employees from the local communities.
From the perspective of human resources, these companies are rooted in the communities where they
operate, and are not expanded globally. However, in the areas where they are strong, these companies
have boldly set out to capture international markets, which is considered to be the key to their success.

(3) I'ssues involved in Japanese companies business development into the emerging countries
markets

In the section above, we discussed the issues in Japanese companies’ business development by
value chain function. In this section, we will consider how Japanese companies should strengthen their
competitiveness as they develop businesses in emerging countries’ markets.

(Importance of accumulating intangible assets)

To the question, “Which management resource areas will become the most important in the
increasingly competitive environment?’ 61.5% of the responding Japanese companies, which is far
higher than any other category, indicated “capable human resources,” 37.4% indicated “sales channel
development capability,” and 29.7% indicated “product and services development capabilities” and
“investment in human capital” (see Figure 2-3-12). Few companies indicated “upgrading facilities”
and “new facilities” (less than 10% for both), which are tangible asset investments. From the above,
we see that Japanese companies place more importance on intangible management resources such as
“human resources,” “sales channels,” and “development capability” than tangible assets like facilities.

In relation to the methods for enhancing the “sales” function, which Japanese companies regard as
the most important i n developing busi nesses in the emerging countries’ markets, respondents indicated
“hiring local sales personnel” as the most important (52.5%) followed by “building brand awareness
for products and services’ and “business partnership with local counterparts.” From this, we see that
Japanese companies place greater emphasis on “human resources” (see Figure 2-3-13).




Figure 2-3-12 Management resources needed to bereinforced to survivein the globa market
(multiple answers)
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Source: The Japan Economic Foundation (2008), Resear ch survey of the impacts of globalization on the global and Japanese economies.

Figure 2-3-13 Functions needed for enhancing the sal es force (multiple answers)
(n=478,%)
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Source: The Japan Economic Foundation (2008), Resear ch survey of the impacts of globalization on the global and Japanese economies.

(Deficient intangible assets in Japanese companies)
Various efforts have been made to measure “intangible assets” such as “human resources,” “sales
function,” and “branding capability.”** Fukao et a (2007) pointed out that Japan has not sufficiently

2 Variousinitiatives made to measure intangible assets listed below.

EUROSTAT; FASB (Financia Accounting Standards Board); van Ark, B. (2004), “The Measurement of
Productivity: What Do the Numbers Mean?” ; Corrado, C., C. Hulten,, and D. Sichel (2006), “Measuring
Capital and Technology: An Extended Framework” ; Fukao K., S. Hamagata, T. Miyagawa, and K. Tonogi



developed and accumulated “economic competitive capabilities’ (see FHgure 2-3-14). Japanese
companies are not lagging too much behind the United Kingdom and United States in the areas of
“computerized information” and “innovative property,” which represent the accumulation of IT capital
and research and development capabilities and other resources. However, the accumulation of intangible
assets such as “brand property,” “corporate-specific human capital,” and “cost of organizational
changes,” which represent “economic competitive cagpabilities,” has not progressed sufficiently. These
facts possibly serve as a hindrance to the increasing productivity of Japanese companies.

Figure 2-3-14 Quantitative comparison of intangible assetsin Japan, theU.S., and the UK.

Japan us. UK.
1980-1989 1990-2002 1998—2000 2004

Computerized property 0.8 1.7 1.7 17
Build-to-order software 0.4 0.9
Sof twar e package 0.0 0.1 0.6
Internally developed software 0.3 0.5 1.6 11
Database 0.1 0.2 0.0

Innovative property 2.9 35 4.6 32
Science and engineering R&D 14 19 2.0 11
Resource royalties 0.0 0.0 0.2 0.0
Copyright and license 0.8 0.9 0.8 0.2
Other product development and
deﬁigni,)non-scientifi ch& D L 0'7 i =

Lower thanthe U.S and U.K.

Economic competitive capabilities (22 2.4) 5.4 50
Brand property 0.7 0.9 15 10
Corporate-specific human capital 0.4 0.3 24
Cost of organizational changes \ 12 1.2) 3.9 16

Total | 5 7.6 I 11.7 10.0

Sources: Japan — Fukao et a. (2007); U.S. — Corrado, Hulten, and Sichel (2006);
U.K.—Marrano and Haskel (2006)

According to the survey of JETRO in 2007 (2007c), about 62% of the responding companies
stated that they were confident about their technological capabilities, but not in building business
models. There might be delays in implementing organization restructuring initiatives for realizing
maxi mum synergy by organically linking various management resources.

Therefore, the important issues for Japanese companies in increasing productivity and enhancing
competitiveness in the emerging countries’ markets are securing human resources, enhancing sales
capabilities, and organi zational restructuring.

(Initiatives related to “human resources,” the management resource perceived as being most
deficient)

As mentioned above™, among all management resources, Japanese companies, in their efforts to
survive in the competitive global market, perceived the deficiency of “capable human resources’ most
strongly*.

(2007), “Intangi ble Investment in Japan: Measurement and Contri bution to Economic Growth.”

2 SeeFigure 2-3-12.

% Section 1 of this Chapter describes the status of the intensifying worl dwi de competition for acquiring
human resources



o Countries, regions, job class, and job type in which human resource supply is insufficient

First, we will examine the areas that are deficient in human resources and also determine the types
of human resources that are deficient in supply.

In securing human resources, Japanese companies perceive the greatest difficulties in China and
ASEANA4 (see Figure 2-3-15). Furthermore, they perceive deficiency most strongly in the following
areas; job class, “middle manager (department/section chief)” and “foreman and supervisor” and job
type, “marketing and sales staff” (see Figure 2-3-16). Moreover, more than 80% of the responding
companies consider that there will be greater needs for personnel who can serve as a liaison between
the domestic and overseas business bases™.

Figure 2-3-15 Countries and regions where Japanese companies perceive the greatest difficultiesin hiring loca personnel
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Source: The Japan Economic Foundation (2008), Resear ch survey of the impacts of globalization on the gl obal and Japanese economies

% The Japan Economic Foundation (2008), GLOBALIZATION GA SEKAI OYOBI NIHON KEIZAI NI
ATAERU EIKYOU NI KANSURU CHOUSA KENKYU.



Figure 2-3-16 Job class and job typein which Japanese companies perceive
the greatest difficultiesin hiring local personnel (multiple answers)
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In China and ASEAN4, where many Japanese companies, as well as companies from other
countries operate, the labor supply is tight. In China, in particular, the labor market is expected to
remain tight for some time due to the fact that middle-aged managers, who had already entered the
working age in the Cultural Revolution period, did not receive the education or training needed in
management roles®,

On the other hand, among Japanese companies that do not operate overseas, there are some
companies who stated they could not hire enough labor from the Japanese labor market: specifically,
8.8% of the responding companies for the middle managers and 14.4% for the specialist workers (see
Table 2-3-17). The problem of securing human resources is no longer restricted to companies with
overseas business bases™.

Figure 2-3-17 Can your company hire enough labor only from the Japanese labor market?
(%)

Yes, fully or aimast fully | No, not really or not at all

Middle managers Tota n=389 70.4] 29.6|
Overseasoperation  [Yes 36.3] 63.7]
(n=385) No 91.2 8.8
Overseassalesratio |30 or over 35.7] 64.3]
(n=376) 0 -lessthan 30 55.5 44.5

0 91.8 8.2

Specialist workers Tota n=384 64.6 35.4
Overseasoperation  |Yes 29.9 70.1

(n =380) No 85.6 14.4
Overseassalesratio |30 or over 31.9 68.1]
(n=372) 0 -lessthan 30 45.4 54.6

0 88.2 11.8

Source: Report by Global Human Resources Management Study Group (METI)
(The survey was conducted in January 2007. The number of valid responses was 406.)

% Manpower Japan Co., Ltd. (2006), Manpower's White Paper “ The China Talent Paradox”
% The discussion on the domestic regulations on hiring foreign | abor is presented in Chapter 2-4.



o Measures for securing human resources

Next, we will examine the measures on which Japanese companies place importance in securing
human resources in tight labor markets.

As measures to secure capable human resources, 51.5% of the responding Japanese companies, the
highest for any one category, indicated “providing incentives through promotion and selection
opportunities,” 42.1% indicated “enhancing education and training opportunities,” 38.3% indicated
“raising wages,” and 26.4% indicated “implementing and enhancing performance-based compensation
systems” (see Table 2-3-18). From this, we see that Japanese companies are adopting a variety of
approaches to secure human resources, other than simply raising wages, which would have a direct
impact?’.

Figure 2-3-18 Measures considered necessary for acquisition of loca and capable human resources

n=478
Providing incenti Enhancin Impl in ishin
oviding i cent!vs gncn g . p.ementl g and v EStaUIShI. gand ncerling e
through promotion | education and | Raising|| enhancing performance- recruitin popularizing ovment Other
and selection training wages based compensation L 9 product and emp y
" e ectivities practice
opportunities opportunities systems corporate brands
51.5% 42.1% 38.3% 26.4% 21.3% 17.8% 13.8% 1.5%

Source: The Japan Economic Foundation (2008), Research survey of theimpacts of globalization on the global and Japanese economies.

o Roale and authority granted by Japanese companies to local staff

A survey was undertaken on initiatives related to the operations and busi ness model undertaken by
Japanese companies expanding their business overseas. The results of this survey”® were helpful in
learni ng about Japanese companies’ initiatives related to the delegation of authority to overseas offices
and subsidiaries. According to the survey results, 53.6% of the responding companies indicated
“preparing standardized operations that can be handled by local staff” and 43.0% indicated “creating
uniform quality control standards applicable to overseas operations’ as important initiatives (see Table
2-3-19). From this, it can be stated that Japanese companies place importance on promoting the use of
local workers in overseas operations.

Figure 2-3-19 Initiati ves for standardi zation and systematization of operationsand business models

n =302

Building IT systems that can
be applied throughout
domestic and overseas

operations

Preparing standardized| Creating uniform qua ity
operations tha can be|| control standards applicable to
handled by local staff oversesas operations

Standardizing | Building business
human resources| modelsthat can be| Other
management goplied globally

53.6% 43.0% 26.5% 26.5% 21.9% 2.3%

Source: The Japan Economi ¢ Foundati on (2008), Research survey of the impacts of globalization on the global and Japanese economies.

%" Descri ptions on wages of managers are provided in Chapter 2-2.

28 The Japan Economic Foundation (2008), GLOBALIZATION GA SEKAI OYOBI NIHON KEIZAI NI
ATAERU EIKYOU NI KANSURU CHOUSA KENKYU.



o Delegation of organizational authority—an area in which Japanese companies are weak

The substantial increase in the number of overseas bases would require changes in the authority
delegation systems in organizations. As mentioned above®, promotion and selection opportunities are
offered to capable personnel; in addition, there is a shortage of middle managers. Taking these facts
into accourt, it is important to consider how Japanese companies should delegate authority to their
overseas offices and subsidiaries. The survey results conducted by the Japan Economic Foundation
(2008) will provide information on Japanese companies’ approaches to delegating authority.

First, to the question enquiring about their stance toward authority delegation, 54.4% of the
responding Japanese companies stated that they aimed to further promote authority delegation in the
future. About 70% provided the following as reasons. “proper judgments can be made when local
information is available” and “quick decisions can be made” (see Table 2-3-20).

Figure 2-3-20 Reasons for promoting authority delegation to overseas offices and subsidiaries

(n=260)
Proper judgments can bemade when| Quick decisionscan be | Flexible decisions | Local staff can make better and Other
local information is available made can be made appropriate decisions
73.5% 68.5% 22.7% 20.4% 1.5%

Source: The Japan Economic Foundation (2008), Resear ch survey of the impacts of gl obalization on the global and Japanese economi

These indicated reasons are consistent with the facts that flexible and quick decision-making and
acquiring local site-specific business information are becoming increasingly important®, and
information gathering and quick response are keys to operating successfully in emerging countries’
markets. Thisis also related to the deficiency of local sales personnel perceived by overseas operators.

However, examining the conditions of authority delegation in detail, while the practical areas such
as “changing vendors and/or buyers of products and services,” “personnel change within overseas
subsidiaries (and group companies),” “hiring and terminating employees’ made progress, strategic
areas such as “additional investment in ongoing projects,” “executing strategic partnerships and/or
M&As,” and “starting new businesses’ have not moved forward. The main business control functions
are still exercised by the headquarters in Japan (see Figure 2-3-21).

» SeeFigure 2-3-18.
% source: The Japan Economic Foundation (2008), GLOBALIZATION GA SEKAI OYOBI NIHON KEIZAl
NI ATAERU EIKYOU NI KANUSRU CHOUSA KENK YU



Figure 2-3-21 Aress of authority delegation
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Source: The Japan Economic Foundeati on (2008), Research survey of the impacts of globalization on the global and Japanese economies.

Moreover, to the question regarding the personnel necessary for successful authority delegation to
overseas offices and subsidiaries, many of the responding companies stated that capable personnel
who can ensure smooth communication between domestic and overseas bases would be required, and
that Japanese staff rather than local staff are considered to be more suitable for the role (see Table
2-3-22). Only 20% of the responding companies consider that local staffs, who have full knowledge
about their local conditions and access to local-specific information, can make proper judgments and
decisions®. In light of this, we could state that Japanese companies rely excessively on
communication among Japanese staff in their international operations, and there is a concern about
their abilities to properly gather local information.

Figure 2-3-22 Methods considered appropriate for acquisition of personnel who perform international
services (multiple answers)

(n=403)
Developing and promcxingl Developing and promoting|  Hiring and developing || Hiring foreign mid-career
h . . . Other
Japanese empl oyees locally-hired empl oyees international students professionals
77.2% 59.3% 11.9% 13.6% 32%

Source: The Japan Economic Foundation (2008), Survey on over seas business strategies of Japanese companies.

(US companies’ initiatives for increasing sales capabilities and securing human resour ces, as seen
in their business development in China)

There are major differences in business strategies for the China market between Japanese and US
companies. The profit ratios of the Chinese subsidiaries of US companies are higher than those of
Japanese companies (see Figure 2-3-23). In the following paragraphs, we will discuss the factors
behind the greater success of US companies compared to their Japanese counterparts in the China
market.

31 See Table 2-3-20.



Figure 2-3-23 Trandtionin profit ratios of Chinese subsidiariesof US and Jgpanese companies
(Billion dollars) (%)
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Notes: 1. Net incomeisincome after tax. Profit ratio was calculated as net income divided by net sales.
2. Figures for US subsidiaries are those announced by US Department of Commerce.
3. Figures for Japanese subsdiaries were compiled from those (net sales and net income) submitted by responded companiesthat are in operation.
Net losses were recorded as negative numbers.
Sources: Ozeki, H. (Forthcoming); Website of the Bureau of Economic Analysis, US Department of Commerce; METI, Basic Survey on Overseas
Business Activities .
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o US companies emphasized salesin the local markets

While Japanese companies established Chinese manufacturing bases looking for cheaper labor in
China, US companies, from the beginning, placed greater emphasis on selling products locally than on
manufacturing®.

In the survey asking European and US companies® about their purposes of Chinese businesses,
51% of US companies indicated “local sales of products and services™.”

Moreover, according to the survey targeted at European and U.S., and Japanese companies
inquiring when they started sales of their main products in China (see Figure 2-3-24), more than half
of the responding European and US companies stated that they started between 1991 and 1995, which
is earlier than Japanese companies did.

% There are severa explanations pointed out by some experts about why US companies placed emphasis
on local sdes in China from the beginning. For example, JETRO (2006), “BEIKOKU KIGYOU NO TAI
CHUUGOKU KEIEI SENRYAKU” points out the following: (1) under NAFTA, the international division
of labor had been undertaken, and the U.S. had aready established its manufacturing bases in nei ghboring
Canada and Mexico; (2) US companies had withdrawn from manufacturing low added value e ectrical and
electronic products, in which China has competitive strength; (3) most US companies, such as fabless
semiconductor companies, had aready outsourced their manufacturing functions, and as a result, they
established only sales bases in overseas markets.

33 Although the survey was not conducted on US companies but on European and US companies, the
material was used sinceit helps understand the characteristics of Japanese companies.

34 The American Chamber of Commerce People's Republic of China (2008), “2008 White Paper on
American Business in China’



Figure 2-3-24 Starting time of saes of main products in the Chinamarket by Japanese
and Europear/North American companies
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Source: ABeam Consulting (2005), Survey on sales and marketing activities of foreign consumer goods manufacturersin

In order to see the results of the sales activities of Chinese subsidiaries of Japanese and

us

companies, we compared their net sales by market and the share of net sales from each market in the
total net sales. US companies’ Chinese subsidiaries showed grater values in net sales in China and

share of sales from Chinaintotal sales (see Figure 2-3-25).

Figure 2-3-25 Comparisons of net sales by market and share of net saes from each market
in tota net sales in Chinese subsidiaries of Japanese and US companies
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Although this was caused by some geographical and economical factors that did not exist in Japan,
the fact that US companies started to focus on strengthening sales capabilities in China ahead of
Japanese companies contributed to increasing their corporate values, as the potential for growth in the
China market is even greater than that perceived before. These differences in business development
strategies between Japanese and US companies are considered to be among those factors that have
created differences inlocal sales capabilities in the China market.

Another factor that has contributed to increasing US companies sales capabilities is their
sophisticated approaches in PR activities. To the question enquiring about the brand-building efforts in
the China market, 13% of the responding Japanese companies stated that they were not actively engaged
in it, while none of the European and US companies conceded this (see Figure 2-3-26). Even in other
areas, European and US companies are ahead of Japanese companies. Japanese companies should
enhance their sales capabilities in China by strengthening their competitive capacity in PR activities.

Figure 2-3-26 Brand-building efforts in Chinese market (multiple answers)
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Source: ABeam Consulting (2005), Survey on sales and marketing activities of foreign consumer goods manufacturers in China.

o UScompanies creative efforts in securing human resources®

According to a survey conducted by ChinaHR.com Corporation that operates a human resources
related website, the popularity ranking of US companies among job-seeking university students is
hi gher than that of Japanese companies.

The US companies’ PR activities include setting up R&D bases in China, showing their long-term
commitment to the China market, and providing scholarship for academically excellent university
students.

Moreover, the labor turnover rates in US companies operating in China are lower than those of
Japanese companies. According to a research conducted by Shanghai FESCO, the largest temporary
staffing company in China, the turnover rates of the Chinese staff at Japanese companies are more than

¥ Referred to JETRO (2006), “BEIKOKU KIGYOU NO TAI CHUUGOK U KEIEI SENRYAKU".



twice as high as those at European and US companies (as of the end of 2005). The average turnover
rate (ratio of employees who left during the past one year to the total number of employees) of foreign
subsidiaries is 14%. That of Japanese subsidiaries is 15.1%, while that of European and US
subsidiariesis 6.3%>.

In addition, as already discussed above, the authority delegation to local staff, as well as the
promotion of local staff, is limited at most Japanese companies. These factors also contribute to the
low popularity of Japanese companies.

The abovementioned examples of initiatives implemented in the China market by the US
companies provide some implications for securing human resources and improving sales capabilities,
which are issues that Japanese companies need to address.

(Considerations of M&A and business partnership, which enable responses to the changing
market environment and rapid business development)

In order to develop value chains in the competitive environment where thorough knowledge and
understanding of local markets and prompt responses to opportunities and changes are required,
cross-border M&A, which utilizes existing management resources, is becoming a suitable and
valuable solution to meet both requirements.

Looking at changes in the number of M&As worldwide, we see that it was very low in 2001 and
2002, as aresult of the IT bubble burst primarily in the United States. However, since that time, is has
been increasing (see Figure 2-3-27). Contrary to the worldwide growing trend, the number of M&As
of foreign companies by Japanese companies is not growing considerably.

Figure 2-3-27 Transition in the number of cross-border M& As by country
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% As already discussed above, the authority delegation to local staff, as well as the promotion of local staff,
islimited at most of Japanese companies. These factors are a'so contributing to the low popularity of

Japanese compani es.



However, Japanese companies have started to recognize the importance of M&As in recent years.
About 60% of Japanese companies consider M&As and strategic partnerships as being vital in their
overseas operations®. They considered the following as the major reasons for this: “business
development into emerging country markets” 59.2%; “strengthening existing business domains’
58.6%; and “speedy acquisition of management resources’ 44.4% (see Table 2-3-28). The percentage
for the “strengthening existing business domains” was the highest, showing that many companies
consider M&As and strategic partnerships as highly effective tools for entering emerging countries’
markets.

To the question about what functions they aim to strengthen by M&As and/or strategic
partnerships, 63.8% of the respondi ng Japanese companies, the highest for any one category, indicated
“sales function;” 41.1% “manufacturing function;” and 32.2% “marketing function.” The sales and
marketing capabilities are considered important in expanding business into emerging countries (Table
2-3-28). In fact, the largest percentage of responding companies indicated “sales network®” as the
management resource they expected to acquire from M&A target companies (see Table 2-3-28). Inline
with the fact that the acquisition of the sales function is seen as a highly important factor, in recent
years, Japanese companies have tended to determine their strategic development directions based more
on the consumption growth potential in respective markets, rather than on manufacturing and other
cost factors.

The two main characteristics of recent Japanese companies’ M&A activities are (1) aiming to grow
in size and (2) focusing on core businesses®. They are taking bold steps to bolster their international
competitiveness in their core businesses.

What would it take to further promote this ambitious trend? To the question what are the
hindrances to M&As and strategic partnerships, many responding companies indicated “insufficient
local information” and “undeveloped legal and accounting systems” other than regulations on business
establishment and development. Finding service providers who can help resolve these issues will be
one of the key factors (see Table 2-3-28).

3" The Japan Economic Foundation (2008), GLOBALIZATION GA SEKAI OYOBI NIHON KEIZAI NI
ATAERU EIKYOU NI KANSURU CHOUSA KENKYUU.

% |n Chapter 2-4, in relations to the Japanese logistics network, which is closely linked to the sales
network, we will discussitsloss of relativeimportance as aregiona logistics and transhipment hub.

¥ Jgpan Ingtitute for Overseas Investment (2007), “NIHON KIGYOU NO TAIGAI CHOKUSETSU
TOUSHI DOUKOU”



Figure 2-3-28 Corporate strategies and issuesregarding M&A, strategic partnerships, and business development

Purpose of M&A Functionsto be strengthened by M&A
(multiple answers, n = 304) (multiple answers, n = 304)
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Business devel opment into developed country markets 28.3%| |R&D 19.7%
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Sales network 57.2%| |Unavailability of locd information 41.8%
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Difficultiesin taking advantage of local preferred treatment 6.9%
Other 6.9%

Source: The Jgpan Economic Foundation (2008), Research survey of the impacts of globalization on the global and Japanese economies.

(Initiatives to achieve a global standard to promote competitive advantages arising from
technological development capabilities)®

The advantages in technological development capabilities do not necessarily guarantee competitive
advantages in the product markets. A company’s competitive advantage in markets is also determined
by other factors such as sales, marketing capabilities, and business model building capability. In
addition, in recent years, differences in the achievement of global standards occasionally determine
competitive advantages in markets. In this section, we will discuss Japanese companies’ initiatives to
achieve global standards.

Over half of the responding companies recognize the increasing importance of achieving global
standards for their products and services™. 55.8% of the responding companies, which is the highest
percentage, indicated “increasing market power by establishing a global standard for their favored
technology” as a major reason for their attempt to achieve global standards for their products and
services (see Table 2-3-29).

Figure 2-3-29 Reasons for aiming to achieve global standards (multiple answers)
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Source: The Japan Economic Foundation (2008), Research survey of the impacts of
globalization on the global and Japanese economies.

By establishing a global standard, a company can not only increase its market power but also avoid
any disadvantages that would occur when another company establishes a global standard. In addition,
the company can earn substantial revenue by obtaining patent rights for the global standard and
licensing them to other companies. In the following section, two related cases will be introduced.

40" Achieving a “global standard” mentioned here does not indicate acquiring an existing international
standard certification, but making a company’s own technology a globa standard.

“1 The Japan Economic Foundation (2008), GLOBALIZATION GA SEKAI OYOBI NIHON KEIZAI NI
ATAERU EIKYOU NI KANSURU CHOUSA KENKYUU



Case 1 MEMS* global standardization activity—built-in intellectual property

This example is a case where a Japanese industry association undertook initiatives to protect the
companies in the industry from suffering disadvantages, which could have resulted from a foreign
company’s strategic initiatives. The foreign company is a competitor to Japanese companies and
attempted to lead in the global standard setting™.

In the field of MEMS, Japan has technological advantages. Due to the constant efforts made by
Japan’'s Micromachine Center (MMC), who recognized the i mportance of global standardization at the
early stage, and to a professional in the industry who had personal connections with key people with
significant influence over global standardization activities in each country, the proposals led by Japan
have been adopted as global standards in the areas of terminologies and evaluation and testing
methods.

However, in 2006, Republic of Korea started to submit proposals for MEMS global
standardization, the area where Japan has played a leadership role, in the areas of process evaluation
and device performance evaluation (see Table 2-3-30). Japan displayed leadership in the areas of
terminologies and evaluation methods. Although these areas were important in building common
ground in the early stage of standardization, they are the “non-competing areas,” which do not have
direct impacts on products’ performance. On the other hand, the areas of process evaluation and device
performance evaluation, where Republic of Korea submitted its proposals, are near “competing areas’
would have impacts on the evaluations of performance and characteristics of each manufacturer’s
products. Being greatly alarmed by this, MCC developed the “MEMS Standardi zation Roadmap” for
promoting strategic standardi zation initiatives.

Figure 2-3-30 MEMSS standardi zation proposals by field from Japan and Republic of Korea

Area Standardized Under deliberation To be proposed
Terminology MEMS glossary
Common specification IMEM S common specification
Material evauation Thin filmtensle testing Thin film fatigue testing Accelerated materid life testing
method method method method
Thin film i ) )
Process eva uation for tmsilesttgidnagrd e e eI e s = el
Joint strength test method
Device performance RFMEMS switch
evauation FBARfilter
Proposal from Japan Proposal from South Korea

Notes: Yellow highlightsindicate proposas from Japan. Pink highlights indicate proposas from Republic of Korea
Source: NEDO (2006), Basic survey on research and devel opment and stlandardization conducted by the New Energy
and Industrial Technology Development Organization (NEDO).

Revised materials provided by Kuniki Owada, Internationa Standardization Engineering Laboratory.
In Republic of Korea, the national government is assuming a strong leadership role. For example,
global standardization activities are supported as part of national strategies* and a government officer

42 MEMS (Micro Electro Mechanical System) is a device in which e ectronic circuits (control unit) and
micro mechanical structures (drive unit) are integrated on one substrate. MEMS is manufactured using
varieties of micro processing technologies such as semiconductor manufacturing technology and laser
processing technology (METI (2007b) Technology Strategy Map 2007).

“ Referred to NEDO (2006), NEDO GIJUTSU KAIHATSU KIKOU NI OKERU KENKYUU KAIHATSU
TO HYOUJUNKA NI KANSURU KISO CHOUSA

“ The South Korean Constitution recognizes the national standards as a core requirement for industrial and




serving in the Industrial Planning Department developed a strategic scenario for standardization. In
Japan, global standardization activities have developed by taking advantage of the measures
undertaken by the national government, while solidifying the foundation built in the areas of
terminology, testing and evaluation, and testing methods. Based on the “MEMS Standardization
Roadmap,” continuous efforts are being made to create and submit global standardization proposals
for product and device specifications.

In a competitive environment where different countries strive to achieve global standards, MCC
responded quickly to protect Japanese companies from suffering disadvantages, which could have
incurred if a foreign company had gone ahead. MCC has successfully safeguarded the MEMS field
where substantial future growth potential lies and where Japanese companies have technological
advantages.

Although Japan and Republic of Korea have been in acompetitive relationship in the MEMS filed
global standardization, it is important that the parties involved maintain a balance between
“competition and cooperation.” In the survey, 68.6% responding companies stated that partnerships
among countries are necessary in carrying out global standardization activities™, and indicated both
European and US developed countries (54.2%) and Asian emerging countries (48.0%) as important
partner countries®. They do not merely consider developed countries but rather the whole world in
pursuing global standardization activities.

Case 2 Built-in intellectual property

By incorporating intellectual property such as patent rights into global standards, companies can
spread their technologies, establish competitive advantage, and secure a revenue base. A successful
example of global standards incorporating intellectual property can be seen the field of DVD, where a
new market was created and the technology gained popularity.

In relation to DVD standardization, the DVD forum-standard was established based on the
technologies developed primarily by the Japanese companies. Later, ECMA*" developed a revised
DVD standard, which was adopted by the ISO/IEC JTC® as aglobal standard. The DVD technology
patents are held in a “patent pool” and participating companies can receive patent royalties in
proportion to the sales amount of products incorporating the licensed technology.

Moreover, the DVD media global standards incorporate the original technologies of Japanese

nationa development, and statesthat establishing the national standards isthe duty of the state. As a means
for redlizing this principle of the Constitution, the Law Concerning the National Standardization was
established and promulgated on February 8, 1992, which requires the development of a series of five-year
basic plans for nationa standardization. The second Five-year Basic Plan for National Standardization was
developed to provide strategic direction for the 2006-2010 period (Korokawa T. (2006), “Deveoping
Human Resources for International Standards”).

> The Japan Economic Foundation (2008), GLOBALIZATION GA SEKAI OYOBI NIHON KEIZAI NI
ATAERU EIKYOU NI KANSURU CHOUSA KENKYUU

6 The Japan Economic Foundation (2008). Same as above.

" European Computer Manufacturer Association

8 Joint Technical Committee of 1SO and IEC on information technologies




companies. Japanese companies succeeded in incorporating the pigment material, a basic material
upon which the record type-DVD record layer is constructed, into the 4.75GB DVD-R and RVR+R
media global standards. Due to these reasons, all DVD manufacturers in the world must use the
pigment material, of which the company holds a patent, to produce DVD media. In the DVD
technology fields, other intellectual properties such as polycarbonate resin, high-power semiconductor
laser, LSI chipset, and small-sized ultra precision motor and aspheric bifocal lens have also been
successfully incorporated into the global standards by Japanese companies™.

In fields other than DVD, Japanese companies in many industries, such as communication
equipment and electric appliances, have successfully incorporated their patented technologies into the
global standards, substantially contributing to i mproving the balance of payments for patent licenses in
Japan.

(Conclusion)

In the above sections, for each of the value chain functions, we discussed the issues involved when
Japanese companies expand and enhance their businesses in the fast growing emerging countries’
markets. The use of external management resources is a key strategy for responding to increasingly
fast-changing market environment. Moreover, the initiatives related to intangible assets, such securing
human resources, authority delegation, M&As and strategic partnerships, and achieving global
standards, were reviewed. To enhance their profitability in the future, it is important for Japanese
companies to build new business models where these initiatives are incorporated and utilized in
flexible combination with variety of management resources, which will enable them to create new
values. Companies should seek to develop new business models from a broad perspective, and excess
customizations should be avoided™.

2. New market creation by global business development by “domestic market oriented”
industries™

In the past, in “domestic market oriented” service industries such as distribution industry and
infrastructure intensive industry, companies did not look toward developing overseas businesses. The
reasons for this include: (1) expected large scale domestic demand, assuming a constant economic
growth; (2) “short lag time between manufacture and consumption” in the service industry; and (3)
existence of substantive entry barriers such as variety of regulations and differences in business
practices in other countries.

However, in recent years, companies in the “domestic market oriented” industries are faced with

9 Research Group on Economy of Standardization (2006), International Competition and Global Sandard
50 For example, in “ARCHITECTURE BUNSEKI NI MOTOZUKU NIHON KIGYOU NO KYOUSOU
SENRYAKU” (Shintaku J., 2005), the importance of considering strategies in which “creative and origina
use of generd purpose products” and “modular type customization” is emphasized, rather than “extreme
customization” or “lower-cost mass production.”

°! Reference materia on the Asian Gateway Initiative (http://www.kantei.go.jp/jp/singi/asialkousou.pdf,
Japanese only) contains a discussion on “domestic market oriented i ndustries.”




increasing necessity and possibilities for developing overseas businesses due to the following factors:
(1) increasingly saturated domestic market®® due to declining birth rate and aging population, and
emergence of fast-growi ng markets across the emerging nations in Asia and other regions in the world;
(2) technological innovations in distribution processes and in the IT field; and (3) increased
accessibility to domestic and overseas markets resulting from loosened trade restrictions via EPA/FTA
and WTO.

In this business environment, the global expansion by companies in service industries such as
distribution industry and infrastructure intensive industry, which was enabled by the enhanced
“customer contact functions,” could serve as a catalyst to develop new international value chains. The
newly formed value chains will promote the market expansion of Japanese consumer and capital
goods industries, which have been striving to develop overseas markets. From the abovementioned
point of view, we will discuss the overseas business development by the “domestic market oriented”
industries, and the resulting potential for value creation. In the following sections, we will see
examples of the “lifestyle solutions” business in the retail industry and the “solutions provider”
business in the infrastructure intensive industry.

(1) Retailers’ overseas business development: strategy change from single product sale to
lifestyle solutions
(Lifestyle solutions business developing new markets through value creation)

While domestic markets are contracting, as discussed in Section 1 of this chapter, in rapidly
growing countries in Asia and other emerging countries, there are an increasing number of consumers,
primarily in the “urban middle class®” both with buying power and with a consumption orientation
similar to that of Japanese consumers. Retailers and service providers targeting individuals, who have
direct contact with consumers, offer consumers a new lifestyle and sense of values as they provide
goods, contents, and services, creating and expanding new markets. We call these “lifestyle solutions
business™.”

Case 1. Emerging “urban middle class’ in the Middle East—Dubai

In recent years, in addition to Asian countries, the Middle East oil producing countries, whose
economies—fueled by continuously rising resource prices—have been growing, are experiencing the
emergence of the urban middle class. In particular, Dubai, the business capital of the United Arab
Emirates, is arelatively small city with a population of 1.42 million (as of 2006); however, its GDP

2 The total sales of retail industry in Japan declined by 10 trillion yen—from 145 trillion yen to 135
trillion yen between 1996 and 2007 (METI, “ Census of Commerce”).

%% According to the Council on East Asian Community (2005), the “urban middle class is defined as “well
off people who share common elements in such areas as income, school education, home, hobbies,
international aspect of business and traveling abroad regardless of their countries or regions, and have
substantially different lifestyles and values from those of their parents’ generation (although there are
differences among countries and regions).”

> Content businesses also play abig rolein developing markets. As reflectedintheold U.S. saying “ Trade
follows the film,” they generate significant ripple effects, appeaing directly to consumers and offering
them anew lifestyl e and sense of values.




growth ratio since 2000 has been 20% p.a. Its GDP per capita of 31,140 dollars is comparable to that
of Japan. Furthermore, this city serves as a center of the Middle East and the Islamic world, where
people, goods, and money gather and interact. It is the key city in business development in the Middle
East™.

For Japanese companies, securing presence in Dubai, which serves as a business hub positioned
between Europe, the Middle East, and Asia, is extremely important for developing their businesses in
the entire Middle East market. Japanese companies such as Daiso-sangyo, which operates hundred yen
shops, and Yellow Hat Ltd., which sells automotive parts and provides related services, have
developed businesses in Dubai, meeting the specific needs of the local market. They have successfully
established their reputations and differentiated themselves from other local companies with their lower
prices and higher quality of services. Both these companies promote themselves as Japanese
companies as a part of their branding strategies. Their merchandises include those with descriptions in
Japanese®®, which provoke images of being high quality, safe, and secure; these are common
characteristics of Japanese products and services.

(Lifestyle solutions businesses that are spearheading the consumer goods industry’'s overseas
business development)

The lifestyle solutions businesses, especially retail shops located abroad, are serving as an
excellent “marketing channel” for Japanese companies in the consumer goods industry. They are also
serving as an originating point of the “demand chain,” which forwards the demand information
obtained from consumers to manufacturers. These overseas retail shops strive to expand the overseas
market and simultaneously provide feedback from overseas consumers to help improve their
products®. Moreover, when Japanese companies in the distribution industry develop their overseas
businesses, the concern about the collection of receivables held by the consumer goods industry, which
supplies their products to distribution industry companies, could be alleviated™.

In response to these newly developed markets, Japanese retailers are actively building their
overseas businesses in China, Southeast Asia, and other regions, offering differentiated products and
services from local companies™. The overseas business development of lifestyle solutions businesses,

* For example, the number of transit passengers using Dubai Airport is 23.8 million people a year, and the
number of stay-over touristsis 6.5 million people a year. Looking at the nhumber of tourists by country, we
see that they are from diverse regions with 30% from the Middle East, 30% from Europe, and 20% from
Asia. The container handling volume at the Dubai Port is far greater than those of any other mgjor portsin
the Middle East. From the breakdown of import and export by country, we can see the flow of goods.
Goods imported from China and developed countries go through Duba and then on to the surrounding
Middle East countries. People, goods, and money gather and interact in Dubai.

56 This is a good example of a Japanese retailer of consumer goods developing overseas market, which
will be described later.

*" Reduced information transmission cost from 1T innovation has contributed to enhancing the feedback
function.

%% Most of the companies, primarily small and medium-sized enterprises, are concerned with the collection
of receivables when they start overseas businesses. See Section 3 of this chapter.

* For example, net sdes of AEON Maaysia (overseas subsidiary) quadrupled from 680 million RM




which have direct contact with local consumers, is expected to promote the overseas business
development of companies in the “domestic market oriented” industries (see Figure 2-3-31).

Figure 2-3-31 Oversess business devel opment by lifestyle solutions
businesses that are spearheading consumer goods exports
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Note: Figures used for food product export from Japan to Malaysia are those of "food and live animas" export item.
AEON Malaysids 2006 annual net salesfigureis for ten months due to the change in the fisca year-end.
Sources: Ministry of Finance, Trade Statistics of Japan; AEON Maaysia, Annual Report .

Case 2: Example of retailers developing over seas businesses

Historically, the retail industry was closely tied to local communities, and local companies had
competitive advantages with their busi nesses, which were deeply rooted in the local culture. However,
in recent years, retail companies have started to expand their businesses abroad. In particular, some
large retail companies not only procure goods from overseas but also strategically develop retail stores
in foreign markets.

For example, GMSs® such as AEON Co,, Ltd., Ito-Yokado Co., Ltd., and UNY Co., Ltd. plan to
aggressively promote business development in China®. Moreover, convenience stores such as
FamilyMart Co., Ltd., LAWSON Inc., and Seven-Eleven Japan Co., Ltd. have plans to strengthen their
businesses in Asia®. In the department store sector, since the opening of Takashimaya New York in
1958, Mitsukoshi Ltd., Daimaru Inc., and other department stores have opened stores in magjor foreign
cities, primarily in the United States, which is visited by many Japanese tourists. In addition to

(Maaysia Ringgit) in 1998 when operations started, to 2,890 million RM in 2007 (AEON Malaysia annua
report).

% General Merchandise Stores.

. AEON Co., Ltd. announced its plan to open about 100 stores, mostly large-scale shopping centers, in
China, and build a network of about 90 storesin South East Asia by 2010. Ito-Yokado Co., Ltd. announced
that it will increase the number of its storesin Chinafrom 12 to 17 in 2008. UNY Co., Ltd. plansto develop
and expand businessin Chinaby 2011.

2 FamilyMart Co., Ltd. plans to double the number of storesin Southeast Asia and the United States from
the current 6,600, targeting to have 20 thousand stores in the world. LAWSON Inc., which had 287 stores
in Shanghai as of the end of 2007, plans to focus on opening stores in China from now on. Furthermore,
Seven-Eleven Japan Co., Ltd. plans to start franchise development in Shanghai in 2008, following the
development in Beijing, China.




opening stores in European and US cities with many Japanese tourists, Japanese department stores
have begun to actively develop businesses in Asia® in recent years. In addition, shopping centers,
whose business style is relatively new, and SPAs®, which manufacture and distribute their own
products, have started developing their businesses overseas. Marui Group Co., Ltd., Parco Co., Ltd.,
and Ryohin Keikaku Co., Ltd. that operate MUJI and Fast Retailing Co., Ltd. that operates UNIQLO
are the representatives of these businesses™.

[Column 11] Cross-border B to C electric commerce

There are two main ways to develop overseas business: (1) actually setting up retail shops in
overseas locations to supply products and (2) operating a mail order business for overseas consumers.
The latter business works well with the Internet (Internet mail order system), due to its accessibility at
any time from any location in the world. A combination of the Internet and direct contact marketing
activities is an effective way to promote business opportunities. For example, a Japanese company
may hold short-time sales promotions for Japanese products at foreign department stores; after the
sales promations, the company can follow up and supply products by utilizing the Internet mail order
system. This kind of efforts will help develop and expand overseas markets for Japanese consumer
industry companies.

The United States and other Western companies have been leaders in the global mail order
business. However, in recent years, companies in Japan and other Asian countries have been
aggressively pursuing their overseas development.

A good example of this type of company is Rakuten Inc., which operates an online shopping mall.
The company started businesses in Taiwan and Europe in 2007 and 2008, respectively. In addition,
Senshukai Co., Ltd. in Japan, which operates a mail order business via the Internet and a catalogue,
launched a business in Shanghai, China. Marui Group Co., Ltd., a clothing retailer, launched the “Cool
Japan” mail order website for international customers. Yahoo Japan Corporation, the largest auction
site operator in Japan, formed a partnership with the US company e-Bay Inc. In Asia, Alibaba Group, a

8 |setan Company Limited aready has 13 stores in China (Shanghai, Tianjin, Chengdu, and Shenyang),
Thailand, Sngapore, Maaysia, etc.

64 SPA (Specialty store retailer of Private label Apparel) originaly referred to an apparel business that
covered everything from manufacturing to retail. However, now in many cases, SPA refers to any business
that covers manufacturing to retail.

65 Marui Group Co., Ltd., which operates a fashion retail business primarily in the metropolitan Tokyo
area, opened its first overseas store in March 2008, as a tenant in a Hong Kong-based department store in
Shanghai. Parco Co., Ltd., which targets young consumers and has aready started its business in Singapore
in 1995, has a strategic plan to continue devel oping stores in the East Asian region. Ryohin Keikaku Co.,
Ltd., which operates MUJI in Japan, has 82 MUJI brand stores in overseas markets. The company
strategically opened stores in the trend setting areas of the cutting-edge cities such as London, Paris, and
Hong Kong to enhance their products’ brand image. In New York, Ryohin Ke kaku Co., Ltd. has one store
in the Soho area and a flagship store in the New York Times Building, successfully establishing a stylish
brand image. Moreover, Fast Retailing Co., Ltd., which operates UNIQLO brand shops in Japan, started to
open shopsin Asiain 2001. The company now has 30 shopsin China, Hong Kong, and Republic of Korea.
Inits strategic plan, Fast Retailing Co., Ltd. aims to establishits globa brand positioning, opening flagship
shopsin the key cutting-edge cities in Europe and United States.




Chinese operator of a B-to-B e-commerce site and an online auction site for consumers, set up a joint
venture company with SoftBank Corp. in May 2008, to develop business in Japan.

These Internet mail order business operators are faced with challenges. Although they can conduct
marketing in virtual space via the Internet, products need to be physically delivered when they are
sold. For this reason, regulations on clearance and logistics and undeveloped infrastructures act as
problems, which are shared with regular retailers. Challenges that are unigue to the Internet mail order
business operators include putting in more efforts to earn trust and recognition from customers
compared to regular retailers and enhancing search engine marketing capabilities.

In order to address these challenges, the Ministry of Economy, Trade and Industry launched a plan
to establish “Asia Electronic Distribution Block,” a borderless distribution network that ensures high
reliability and usability.

(I'ssues on overseas business development remain in both in software and hardware areas)
According to hearings from Japanese distributors conducted by the Ministry of Economy, Trade
and Industry, the following were pointed out as major issues.

o Regulations on foreign companies’ entry, etc.

The first possible problem for a Japanese distributor entering an overseas market is the barriers in
the country’s regulatory systems. For example, regulations limiting foreign capital and/or restrictions
on location and hours of operation could serve as mgjor hindrances to the business activities of
Japanese companies operating in the relevant market®™. Moreover, many countries have restrictions on
goods that are allowed to be traded by foreign retailers, which serve as serious practical hindrances to
business activities in markets of relative countries.

o Lack of transparency in implementation of laws and regulations

The second possible problem is the lack of transparency in the implementation of laws and
regulations. For example, when foreign companies apply for government approval or permits, they
sometimes need to wait for a longer time or they receive unreasonable administrative instructions. In
some cases, local governments require registration for the establishment of each store with the purpose
of earning more registration fee income. This kind of regulatory system substartially damages the
benefits incurred from advantages of scale through chain store development, which is a typical
business model for retailers. Moreover, adjustment of retail businesses, which is one of the local

% For example, in principle, the Indian government prohibits foreign retailers from entering the country’s
market, except when a foreign retailer carries only one brand (single-brand retailing) and obtains approval
from the government. Under this regulation, aforeign retailer needs to use one single brand throughout the
world andis allowed to sdll only products on which the brand name is printed when they are manufactured.
In redlity, foreign retailers, who usualy carry a variety of products, cannot enter the Indian market due to
thisregulation. In Indonesia, there are regulations on foreign enterprises’ operations, such as restrictions on
floor areas and the type of operations alowed. These regul ations discourage foreign businesses, particularly
convenience store operators, from entering the market.




governments' measures to protect local retail businesses, and frequent regulatory changes are risk
factors for foreign companies.

In countries where workers are well protected by labor laws and regulations, such restrictions on
termination of employment, minimum wage, or closing of stores could become a heavy burden. In
addition, foreign businesses might suffer high added value taxes for service provision, arbitrary
taxation resulting from undeveloped taxation systems, or disadvantages from tax and accounting
issues related to franchise development®’.

o Differencein business practices, etc.

The third possible problemis the imitation of trademarks, brand names, and services, as well as the
flood of counterfeit products. These are major potential hindrances to business development.
Accidents with counterfeit products could harm the reputation of the original product manufacturers.
This risk factor should be addressed quickly; however, measures undertaken by the governments have
not been effective enough.

Moreover, in some countries, commissions and rebates have become everyday business practices.
In purchasing and distributing products, companies need to pay additional money besides the amount
stated in the contract. In addition, tax offices, police departments, permit issuing authorities, and other
governmental organizations demand fees or other compensations. Refusal of payment sometimes
results in business interruptions by the authorities.

o Insufficient local infrastructures for providing services

The fourth possible problem is the insufficient local infrastructure that is required to provide goods
and services. Underdeveloped logistics infrastructures such as ports, railways, roads, and low
temperature distribution networks; information infrastructures including the Internet; life-line
infrastructures such as electric power, gas, and water as well as safety and security issues could pose a
problem.

o Locally securing capable human resources

The fifth possible problem is the unavailability of human resources, particularly middle managers
who would lead and supervise the local business development. Communication problems between
domestic and overseas bases, primarily due to insufficient language proficiency, as well as high
turnover of trained personnel are also problems®.

® For exampl e, the Indonesi an labor regulations do not allow the employer to terminate an employee even
with good reason such as a theft, unless he or she agrees and receives reasonable dismissa alowance.
Moreover, in the Philippines, when a worker is employed for six months or more, he or she becomes a
regular employee. Consi dering the high employee turnover rate in the country, thisis a major risk factor in
terms of investing in employee training programs or making a strategic decision whether to open or close
stores. In China, the efficient and effective franchise accounting systems cannot be implemented, due to
differences in tax and accounting procedures and lega regulaions. In some countries, overwhelming
tax-filing paperwork requirements, and vague and arbitrary taxation practices are costing foreign retailers
extra expenses aswell as giving them disadvantagesin their competition with local retail businesses.

% Discussed in Section 1 of this chapter.



(Need for measures to promote overseas business development by lifestyle solutions businesses)

Lifestyle solutions businesses have spearheaded the overseas business development of the
consumer goods industry, thus contributing to the development of the industry. Therefore, measures
are required to further promote their overseas business development.

The following measures are considered effective for the promotion of their overseas business
development: (1) easing regulations through trade negotiations (take advantage of EPA/FTA and/or
investment agreements); (2) providing information on target countries’ systems, etc., (overview of
laws and regulations, how they are implemented, business practices such as collection of receivables)
and information on local consumer markets (local consumer’s preferences and behaviors, etc.); (3)
providing support for hiring and training local staff (help train local staff by sending experts and/or
providing technological assistance™); and (4) conducting top sales (Japanese government’s top leaders
and business's top leaders directly contact the target countries’ leaders and high officials for talks™). In
addition, support initiatives such as supplying information on foreign markets and other companies’
initiatives, and providing know-how on overseas business development through seminars and
individual consulting, which have been mainly offered to manufacturers, should be enhanced to meet
the needs of lifestyle solutions businesses, thereby providing them with useful and usable information.

(2) Infrastructure intensive industry’'s overseas business development: strategy change from
equipment sales to total solutions provision
(Solutions provider business developing new markets through provision of total solutions)

In the emerging countries, infrastructure development has not caught up with the rapid pace of
economic growth. The development of infrastructures such as electric power, transportation, water and
sewage works is necessary for sustainable development and for addressing environmental and
resources problems, which slow down economic growth. The World Bank identified this issue of
undeveloped infrastructures in emerging countries as one of the causes of income disparities™. To

% Currently, organizations such as JETRO (Japan External Trade Organization) and SMRJ (Organization
for Small & Medium Enterprises and Regiona Innovation, Japan) hold seminars on foreign investment and
offer personnd training programs, individua consultation on business development, and guidance and
instructions of experts.

" «Top sales’ is often used in Europe and US countries. In the top saes talks, leaders tell the target
country's leaders and high officials how their country’'s companies can contribute to the enhancement of
target country's consumers’ lives, and aso strongly ask for improvements in the target country’s structura
and legal problems. See Section 4 of Chapter 4 for details.

™ In its survey, the World Bank divided the developing countries into low-income countries and
middle-income countries, and further divided the middle-income countries into two categories, namey
lower middle-income countries (per capita GNI of between 766 dollars and 3,035 dollars, 2003) and upper
middle-i ncome countries (between 3,036 dollars and 9,385 dollars), to find out theratio of people who have
access to infrastructures such as el ectric power, water, communi cation, and transportation in each category.
The survey results revea ed that there were huge gaps in the ratios between upper middle-i ncome countries,
lower middle-income countries, and low-income countries (for example, the ratios of people who have
access to communication infrastructure in the abovementioned three groups were 54%, 22%, and 5%
respectively; target survey population: urban residents). The World Bank pointed out that globa income
disparities are caused by differencesin absolute quantities of infrastructure.



realize economic growth, these serious problems need to be addressed®. Most of these problems are
those that Japan already faced and overcame in the 1970s. Japan should use its experience and
know-how gained during this period. Japanese electric power companies and other companies in the
infrastructure intensive industry, which are capable of addressing these problems, can be regarded as
“solutions providers.”

(Active overseas business development by solutions provider businesses targeting emerging
countries markets™)

To meet the increasing demand for infrastructure, the governments of emerging countries, which
cannot afford to entirely finance their infrastructure development projects on their own, began to
encourage participation from the private sector. The involvement of the private sector began to grow
rapidly in the 1990s™. In this environment, companies in Europe and United States have been involved
in the infrastructure development projects, achieving lower cost operations. Understanding the
characteristics of the infrastructure intensive industry businesses, they offered development and effective
management of the whole value chain. In particular, they are engaged not only in EPC projects™ such as
infrastructure construction but also in a wide range of activities including infrastructure operation and
maintenance (O&M™) and financing. As a result, they have successfully expanded their businesses,
including telecommunications and water utility businesses in emerging countries’.

The infrastructure markets in emerging countries are huge. According to the World Bank, the
infrastructure development demand (including maintenance and operation) in the East Asian region
between 2005 and 2010 will reach 200 billion dollars a year. However, the overseas business
development of the Japanese solutions providers is lagging behind that of European and US companies.
Only a limited number of companies® such as general trading companies and electric power
companies” have been engaged in the overseas businesses. The overseas business development by

"2 Considering the abovementioned i ncome disparity problems, the World Bank started to focus on poverty
reduction in the 1990s; in 2005, it developed a concept of “inclusive development,” in which linkages
between i nfrastructure construction and poverty reduction as well as economic growth is emphasized.
" KagaR. (2007), “PROJECT FINANCE NO JITSUMU”
74 Another factor behind the increase of private sector involvement is that the “Structura Adjustment
Programmes’ by IMF and World Bank started to require the emerging countries’ governments to include
rograms such as“ privatization of government-owned enterprises’ and “ private sector development.”

> Construction contractor business including engineering, procurement, and construction.
® Consignment business of operation, mai ntenance, and other services.
" See Chapter 4 for further discussion on the water utility business, in which privatization is advancing,
and on the mobile phone businessin Africa, where foreign companies are developing their businesses.
78 According to hearings from Japanese businesses conducted by the Ministry of Economy, Trade and
Industry, there are environmental equipment and plant manufacturers that not only manufacture and sl
equipment and plant manufacturers but work on providing tota system solutionsincluding related services.
" Genera trading companiesinitially regarded the power generation business as a supplementa business
attached to exports of machinery and equipment. However, in later years, they became fully engaged in the
power generation business. The total power generation by projects, in which the seven genera trading
companies are involved, reached 17,442 MW in May 2007. This power generation capacity is close to
20,488 MW of AES (U.S), the third-largest power generating company in the world (The first is 26,424
MW of EDF [France]; as of December 2006).

Moreover, in the domestic business environment, where demand growth for electric power is decreasing,

Japanese electric power companies view the overseas power generation business as a new business



these solutions providers is contributing to mitigating the business concerns of the capital goods
industries, such as the trouble of managing intellectual property rights. Encouraged and supported by
this, it is expected that plant and industrial machinery manufacturers and other businesses in the
capital goods industries will further expand their overseas business devel opment.

(Lack of business entities that possess and provide services and know-how—the greatest
challenge to overseas business development)
o Insufficient know-how to develop and manage the entire value chain

First, the major challenge to overseas business development by solutions provider businesses is the
insufficiency of know-how accumulation, which is required to develop and manage the entire value
chain.

One of the factors behind this is the inadequate progress of risk transfer from the public sector to
the private sector. Therefore, private sector companies have not had much experience of bearing risks,
and there are no business entities that are capable of managing the entire value chain. The risks
involved in infrastructure investment can be classified into the following five categories™: “risks
related to construction,”® “risks related to operations,”® “risks related to market conditions,”*

»n 84

“country risks,”® and “force majeure.”® Currently, in many industries®, the risk transfer from the

opportunity, in which they can utilize their abilities and experience accumulated in Japan. Five companies
are now fully engaged in the overseas businesses, and their total power generation capacity has reached
7,934 MW.
% This classification is taken from the “HEISEI 19 NENDO KAKKOKU TOUSHI KANKYOU
KANREN NO HOUSEIDO/KISEI TOU NI KANSURU KI1SO CHOUSA TOU (KAIHATSU KINYU NI
OKERU ARATANA KANOUSEI NI KANSURU CHOUSA)” compiled by the Nomura Research Institute.
In a narrow sense, “exchange rate fluctuation risk” could be classified under “risks related to market
conditions.” However, in the infrastructure intensive industry, country specific factors could cause changes
to exchange rates, and in turn affect project profitability. For this reason, it is classified under “country
risks.”
8 These risks include “cost overrun risk” (risk of spending more money than originaly budgeted) and
“risk of delay” (risk of spending longer operation period than initially schedul ed).
8 These risks include “risk of facility damage” (risk of temporary operation shutdown due to damage to
facilities), “labor risk” (risk of incurring additional costs and operation shutdown due to labor related
reasons), “operation risk” (risk of inappropriate operations resulting from operators lack of technica and
managerial capabilities), and “third party damage compensation risk” (risk of causing damageto third party
during operation and i ncurring claims for damage compensation).
8 These risks include “ demand fluctuation risk” (risk of sales deviation from planned sales levels), “price
fluctuation risk” (risk of cost changes in equipment, material, and labor due to inflation or deflation),
“interest rate fluctuation risk” (risk of increased interest payment due to increase in interest rate during
operation), and “raw materias risk” (risk of unavailability of raw materials that are essentia to operation).
These risks include “exchange rate fluctuation risk” (risk of suffering foreign exchange losses),
“neighboring residents risk” (risk of facing oppositions from loca communities where a company operates),
“risk of changesin laws and regulations’ (risk of changesin laws, regulations, and systems that will have
adverse effects on investors), “expropriation risk” (risk of expropriation of business and/or assets by
governments or loca authorities), “foreign remittance risk” (risk that investors become unable to remit
income earned in operating companies back to home countries), and “default risk” (risk that loca
overnments do not provide cooperation needed to execute operation).
®> Theserisksinclude“natural disaster risk” (risk of business interruption dueto natural disasters, etc.).
% private-sector vitality utilization in Japanese infrastructure development has been mainly through the
“BTO (Build Transfer Operate)” arrangement, in which only construction related risks are transferred to the
private sector. In contrast, in the “BOT (Build Operate Transfer)” arrangement, risks related to operations



public sector to the private sector has been limited only to the area of “risks related to construction.”
Private sector companies do not have much opportunity to bear “risks related to operations” and “risks
related to market conditions.” As described above, the risk transfer from the public sector to the
private sector has not covered all functions of the entire value chain, resulting in a lack of business
ertities that can provide know-how.

o Underdevelopment of financing infrastructure, which would contribute to risk
diversification

The second mgjor challenge is the underdevelopment of the infrastructure for financing business
development. Looking at infrastructure projects from the income structure point of view, there are two
stages: the first five years from the launch of the project when project risk is high and the later period,
when a stable income can be secured and project risk is lower. Due to its unique characteristics of
infrastructure businesses, infrastructure projects require alonger period to recover the investment, and
expected returns from the projects are different for each of the two stages. As a result, each stage needs
different financing arrangements; the first stage needs a risk-bearing financing and public sector
financing for mitigating the risk, while the second stage should call for stable financing from financial
institutions, such as pension funds. However, these financing methods are not always available, and
capital markets that meet the needs of the infrastructure businesses have not been established.

o Lack of entities that providerisk-bearing financing

The third challenge is the lack of financing entities. In the United Kingdom and Australia, pension
funds and other institutional investors are playing a major role in financing infrastructure projects, by
using money invested by individuals in financial assets to finance projects. In Japan, however, pension
funds and other institutional investors have not played a prominent role.

[Column 12] Risk transfer and sophistication of infrastructure financing in the United
Kingdom and other countries

In this section, we will introduce an advanced example of infrastructure financing in the United
Kingdom and other countries, including the manner in which financing systems were devel oped.

In the United Kingdom, the privatization programs started in the 1980s by the Thatcher
administration were continued and developed. With the goals of achieving fiscal soundness and
improving service quality of public sector facilities, the government promoted the use of outsourcing,
PFI% and PPP®® to facilitate private sector financing.

and market conditions are aso transferred to the private sector.

8 PFI (Private Finance Initiative) is a method to utilize funds, management, and technical capabilities of
private sectors to build, manage, maintain, and administer public facilities, etc. (Cabinet Office,
Government of Japan website http://www8.capn.go.jp/pfi/aboutpfi.html).

8 Ppp (Public Private Partnership) is awider concept than PF1. PPP aims to i ntroduce market mechanisms
into public services through measures such as outsourcing to private companies, PFI, transformation into
independent administrative institutions, and privatization, to enhance the efficiency of public services. PFI




In the United Kingdom, PFI projects, government organizations, and municipal governments were
required to design systems in which risk transfer from the public sector to the private sector could be
achieved not only in the area of “risks related to construction” but also in the areas of “risks related to
operations” and “risks related to market conditions.” This helped achieve the improvement of risk
control, in other words, it achieved risk diversification and flexible use of capital market depending on
the risk levels. With the public sector offering the private sector a large volume of investment
opportunities in a well-planned manner, including PFIs with built-in risk transfer mechanism, the
private sector infrastructure businesses and the infrastructure i nvestment market expanded rapidly.

In this way, the UK infrastructure projects, including operations, were opened to private sector
participation through arrangements such as PFI, enabling private sectors to improve financing
methods, as well as to bear and control not only “risks related to construction” but also “risks related
to operations” and “risks related to market conditions’ in the infrastructure businesses. These
experiences and know-how gained from domestic projects have been utilized in overseas business
development. Similar examples are found in other countries such as France and Austraia. In the
United Kingdom and Australia, the infrastructure business is seen as an attractive target for pension
fund investments owing to the stable income it generates. The capital market structures for financing
infrastructure projects, including private placements or public listings, developed accordingly.

(Need for measures to promote overseas business development by solutions provider businesses)

The infrastructure market—a target market for solutions provider businesses—is expected to
continue growing, primarily in the emerging countries. Measures to encourage the overseas
development of these markets are required.

The key to achieving this is to find out how Japan can cultivate the entities that possess and
provide services and know-how to develop and manage the entire value chain as well as how it can
develop the capital market and foster investors to help cultivate these entities. Public and private
sectors should address these challenges together.

Promoting the risk transfer from the public sector to the private sector is an effective way for
cultivating entities that are capable of managing the entire value chain. To realize the risk transfer,
high level capability and creativity in system designing are required on the part of the government.
Therefore, the deployment of systems and measures, including further revisions to the administrative
guidelines, to promote the use of BOT/PFI® arrangements by government organizations and
municipal governments is expected.

Moreover, developing the capital market and fostering investors share a “chicken and egg
relationship.” Reviewing the establishment and development of REIT (Real Estate Investment Trust)
in the real estate industry, which was in conditions similar to the infrastructure industry, would be
helpful. The development of a system in which the market and investors can interact and help each

isaform of PPP.
89 Description of BOT isin footnote 86.




other grow is expected.

3. New market creation via global business development by small and medium-sized enterprises
(SMEs)

As seen in the previous section, in the past, global business development has been carried out
mainly by large companies. However, in recent years, an increased number of SMES have also been
engaged in global business, and many of them have increased both their revenue and income. More
companies are considering global development™; on the other hand, in core industries—such as the
“mold-manufacturing industry,” where Japanese companies have developed specialties—imports of
general-purpose, low-added-value products have been increasing™.

In this business environment, Japanese SMEs are expected not only to provide products and
services that are distinctive and unique, but also to participate proactively in creating global value
chains. From this perspective, in the following section, we will describe the current conditions of
global business development by SMEs in the midst of increasing globalization, and introduce some
advanced companies that have started their strategic market development and have been creating
value; we will also discuss the risks and issues inherent in SME global business devel opment.

(1) Overseas business development: SMESs re-routing business, away from large companies and
to self-directed enterprises

In examining the history of Japanese SME global business development, we see that direct foreign
investment made therein—which was not seen until the 1970s—started to grow increasingly around
the time of the Plaza Accord in 1985. This growth was spearheaded by medium-sized parts
manufacturers that went overseas, in response to requests from large client companies that were
actively making direct foreign investments. This growth was further accelerated following the burst of
the 1990s economic bubble. One of the major factors underpinning this development was the fact that
SMEs—which were faced with a contraction in domestic demand, due to large companies’ shift to
overseas production bases—independently chose to develop their overseas businesses. Ultimately,
the growth ratios of SMES’ overseas business development might have been greater than those of large
companies™.

(2) Srategic objectives are changing from reducing coststo developing local markets

Reflecting changes in the conditions of SME global business development, SMES' strategic
objectives are changing. When SMEs initially started to develop business overseas, about 40% of
companies cited a manufacturing cost reduction by using cheaper labor as an element in their overseas
development; only a little over 10% cited a desire to develop overseas markets as a primary motivator.

% See Section 2 of this Chapter.

s METI (2007), White Paper on Monodzukuri 2007.

2 For details, see METI (2006), White Paper on Small and Medium Enterprisesin Japan 2006.

% Actually, the number of SMEs with overseas subsidiaries increased 60%, from 2000 to 2005 (that of
large companies grew a little over 30%). (METI, “Basic Survey on Overseas Business Activities’; in the
survey, an “SME” is defined as afirm with capital of ¥300 million or less).



However, the ratio of companies aiming to reduce costs through overseas manufacturing has decreased
to 30%, while that of companies seeking to develop overseas markets has grown to about 30%—twice
as much as ratio at the time of initial overseas development®.

These changes reflect the fact that Jgpanese SMEs have started to participate fully in global value
chains, by securing direct contacts with customers for promoting products and services in overseas
markets”. As discussed in Section 1 of this Chapter, for SMEs to participate actively in global value
chains and create value, they need to provide distinctive and unigue products and services. In their global
business development efforts—including the export of products—SMES' creative gpproaches seem to
have contributed to enhancements in both their labor productivity®® and their products’ added value”.

(New trends in overseas market development)

Some Japanese SMEs have successfully developed overseas markets by providing distinctive and
unigue products and services and proactively establishing global value chains and strong market
positions. The following cases are examples where a difficult situation was made into a business
opportunity. In the textile industry, which faces threats from globalization and pressures to adjust
structurally®, the companies discussed below actively developed their overseas businesses.

% Mitsubishi UFJ Research and Consulting, “SAIKIN NO SEIZOUGY OU WO MEGURU TORIHIKI
KANKYOU HENKANO JITTAI NI KAKARU ANKEETO CHOUSA” (conducted in November 2005).

% OnMay 31 and June 1, 2007, the Ministry of Economy, Trade and Industry and the OECD co-hosted the
“OECD Globa Conference” in Tokyo, to discuss issues concerning the globdization of SMEs. The theme
of the conference was “Enhancing the Role of SMEs in the Global Vadue Chain (GVC).” The “Tokyo
Communiqué’ was adopted during the Conference; it included policy recommendations for promoting
SMESs' beneficia participation in the GVC: (1) raising awareness of GVC participation; (2) promoting
participation in GV C, through enhanced partnership and cooperation among SMEs; (3) improving regiona
technological innovation capabilities; (4) enhancing corporate value through the appropriate management
of intellectual assets; and (5) supporting standard certification compliance.

% METI (2008), White Paper on Small and Medium Enterprises in Japan 2008. See Figures 2-4-9 and
2-4-10.

|t is expected that SMEs will generate creative approaches in promoting their products and services in
domestic and internationa markets. (METI [2008], White Paper on Small and Medium Enterprises in
Japan 2008).

% The present business environment of the textile industry is becoming increasingly challenging, due to
such factors as an increase in imports of cheaper products from abroad and the contraction of the domestic
market due to a decreasing population. In the midst of this environment, there is an increasing number of
companies among small and medium-sized textile companies that are tackling such challenges and
developing overseas markets, through the use of high-level technologies. We see that, anong companies
that do not currently have overseas operations, there are many that are considering an expansion to foreign
markets. About 40% of respondents from the textile industry said they intend either to actively pursue
overseas business opportunities or to do so in the future (survey on the conditions of industrial production
areas conducted by the NomuraResearch Institute [January 2008]). At the same time, it is truethat, even if
they wish to develop overseas businesses, most SMESs do not possess the required capital or knowledge.
Two of the presented cases are from the Fukui Prefecture, which providesinformation and holdstradefairs,
exhibitions, and business meetings to support overseas business development by companies located in the
Prefecture.



Case 1. Market development by establishing direct contact with customers (Shindo Senikogyo
Co., Ltd.)

Shindo Senikogyo Co., Ltd. (headquarters: Fukui Prefecture; number of employees: 292; capital:
¥30 million) comprehensively designs and manufactures women's clothing and textile materials.
Faced with a gradual contraction of domestic demand in the textile industry, the company launched its
first original brand, SIC (SHINDO ITEM CATALOGUE), in 2002. Under the SIC brand, the company
markets a rich array of products, such as ribbons and tape, for a total of about 34,000 items. The
company’s business performance has been strong.

The strength of the company is its collection of original brand showrooms, located in key fashion
capitals (e.g., Tokyo, Paris, New York, and Shanghai). These showrooms provide opportunities for
direct contact with customers, enabling the company to promptly adopt the most recent fashion trends
and manifest them in its product development. The company distributes its product catalogues to
designers throughout the world, to promote its products; furthermore, it has established a system by
which customers can purchase the company’s products at their desired time and in their desired
amounts, thus fully meeting the customers’ needs. As a result of the company’s creative marketing
efforts, top brand names such as Dior, PRADA, FERRAGAMO, and BURBERRY now showcase the
company’s products.

Case 2: Market development by using materials technology (Daiichi Orimono Co., Ltd.)

Daiichi Orimono Co., Ltd. (headquarters: Fukui Prefecture; number of employees: 51; capital:
¥10 million) is engaged in the contract manufacturer of industrial textile materials—such as sailcloth
for yacht sails—using high-density fabric weaving technology.

The company used its assets in high-density fabric weaving technology to develop highly
functional sportswear possessing excellent water-repellent, waterproof, and breathable properties. The
company expanded its marketing efforts to promote its product in 1996, and started exporting products
overseasin 1998.

Inits international marketing, the company places importance on its relationships with clients. The
president and agents visit the clients directly, to listen to their requests and obtain feedback on the
company’s products. That feedback has been used to develop new materials. Products are sold solely
through the agent designated to each region; no other parties are allowed to conduct sales activities
there. This sales system has been effective in keeping the prices at high levels, by precluding
competition among the company’s sales agents. The company is currently focused on overseas
markets such as China, the United States, and Republic of Korea; of its ¥1.2 billion net sales from its
own marketing efforts, 80% (or almost ¥1 hillion) is generated by sales from overseas markets.
Well-known European brand names—such as LOUIS VUITTON, PRADA, GUCCI, and
ARMANI—now manufacture Daiichi Orimono’s casual sportswear products, using the textiles
produced with the company’s core high-density fabric weaving technology.




Case 3: Developing and enhancing global value chains (I chihiro Co., Ltd.)

Ichihiro Co., Ltd. (headquarters: Ehime Prefecture; number of employees: 106; capital: ¥90 million)
is a towel manufacturer. The company entered the business in 1971—relatively later than other towel
manufacturers in Imabari City. Since then, the company has been engaged in yarn-dyeing and
towel-manufacturing. It recently acquired a wholesaler’s business, in an attempt to assist the acquired
company and achieve vertical integration. As aresult, the company now conducts every activity inthe
production line, from manufacturing to wholesale and retail. The company’s functional and beautifully
designed line of products—including fashionable brand towels designed by designers both in and
outside of the towel industry and embroidered handkerchiefs—are manufactured using a combination
of traditional dyeing and weaving techniques and cutting-edge computer technology.

The company jointly established in 1992 a production base in Dalian, China, with a mgjor trading
firm. With the understanding that low-priced, mass-produced products would not be able to compete
with those manufactured by local Chinese companies, it focused, from the beginning, on the high-mix
and low-volume production of high-added-value products, such as lace and embroidered towels. Japan
had been its main target market, but it recently expanded its market to Chinese urban areas, targeting
primarily affluent consumers by promoting sales of high-end branded towels. The net sales of the joint
venture in fiscal 2006 were over ¥3 hillion.

The company opened Japan's first towel museum, called the ASAKURA Towel Museum, in 2000.
It serves as a contact point with customers and as an “originating point” in the demand chain.
Specifically, the company sells trial products at the Museum, and if responses are favorable, the
product is mass-produced. The company has a system by which to determine consumers’ needs and
quickly produce goods that fulfill those needs.

Next, the company established an overseas plant in Vietnam, but without another company’s
involvement. At the new Vietnamese subsidiary established in 2005, a Chinese—who had previously
served as a deputy plant manager at the Dalian plant—became President. Engineers were not sent
from Japan; instead, Chinese staff members passed their skills and expertise on to Vietnamese staff
members. A new business structure involving technology transfer—where technology is transferred
from one overseas base to another—was established (see Figure 2-3-32).




Figure 2-3-32 An example of globa value chain development led by small and medium szed enterprises
Ichihiro Co., Ltd. (former name; Ichihiro Towe Industry Co.) Founded in 1971. Capita 80 millionyen. Number of employees: 226
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(Promotion of strategic partnerships)

For SMEs to establish global value chains proactively, they need to form strategic partnerships
with organizations such as international funds or local business partners, to supplement their weak
management capacities and avoid risks that may arise from alack of sufficient management resources.
The following are some striking examples of Japanese companies that have successfully done so.

Case 1. Srategic use of foreign capital and business expansion (Nakaya Microdevices
Corporation)

Nakaya Microdevices Corporation (headquarters: Oita Prefecture; number of employees:
approximately 680; capital: ¥770 million) used to be a major manufacturer’s subcontractor; it was
heavily dependent on that major manufacturer, in terms of technology and facilities. However, in the
midst of the global structural change that has recently occurred in the semiconductor industry, the
company has made active efforts to participate in global value chains as a company that specializes in
the post-process of semiconductor product manufacturing. To do so, the company is striving to move
away from being a subcontractor and instead increase its international competitiveness® by taking

99 The company has said that “For a company to move away from being a subcontractor, it isimportant to
have its own original manufacturing capability, otherwise it will remain a subcontractor” (hearing by
METI).




100

advantage of its original manufacturing capability -, which was created in partnership with
universities and local firms.

In the increasingly globalized semiconductor industry, the ability to make prompt management
decisions is essential. It is critical to a company’s survival, that it quickly note overseas market trends
and capture accurate information on related industry matters. Moreover, radical management decisions
sometimes involve large amounts of capital investment. Taking these factors into account, in 2006,
Nakaya Microdevices Corporation decided to accept capital investments from the Carlyle Group,
becoming a much larger company in the process. The Carlyle Group collects and processes awealth of
information on firms and industries from around the world; it considers a combination of
family-owned, unlisted companies, and foreign investment funds that work very well, since the
business owner-managers on both sides share the ultimate goal of increasing corporate value. With the
expectation that the Japanese semiconductor industry will experience structural changes—thus
creating more opportunities for M& As—the company chose to work with the Carlyle Group, which is
capable of successfully navigating large-scale M&A procedures. In addition to information collected
from the Carlyle Group, the company seeks to collect more information from awide range of sources,
including banks and companies in the same business. It is now considering developing its business in
Asia

Going forward, the company intends to conti nue expanding its business through strategic alliances,
including M&As.

Case 2: Creating new markets through active recruitment and the participation of local workers
(Shigemitsu Industry Co., Ltd.)

Shigemitsu Industry Co., Ltd. (headquarters: Kumamoto Prefecture; number of employees: 64;
capital: ¥10 million) manufactures fresh noodles, seasoning products, and soup products; it also
operates Ajisen ramen noodle franchise restaurants. The company has been aggressively developing
overseas businesses since 1996. As of February 2008, it owns 241 restaurants, primarily in China and
nine other countries in the world (including 106 restaurants in Japan).

The company’s overseas business is managed mainly by its Hong Kong-based partner company,
which was recognized in October 2007 as the fastest-growing company in Asia, by Business Week
(U.S). Although the company sends staff members to assist in opening overseas restaurants,
post-launch, it leaves the running of operations to local franchisees. By allowing local workers to
operate the restaurants, the company can meet the needs and tastes of local consumers in terms of
designing the interior, preparing menu items, and setting prices'. In order to maintain the same

190 The company said that the national government’s initiatives—such as the Consortium R&D Project for
Regionad Revitdization and the Industria Cluster Program, the latter of which aims to help develop
inter-company networks—have been hel pful in i ncreasing the company’s manufacturing capabilities.

101 Ajisen restaurants in China are generally large in size, each containing about 200 seats and serving
severa dozen kinds of side dishes—including yakitori, which differs from that served in Japan. The
company did not insist on the strategy of serving only the one dish served in Japan; instead, it chose to
flexibly meet the diverse needs of Chinese customers, who are accustomed to eating severd dishes




distinct soup taste—which is key to the success of Ajisen ramen noodles and to the company’s
consistent and strong brand image—the company ships soup materials and periodically dispatches
staff members from Japan to determine product taste. On the other hand, each franchisee in each
country can independently manage side dishes. (In many cases, they serve only Japanese side dishes,
in order to create the image of a Japanese restauran.)

Going forward, the company plans to cortinue to develop overseas businesses actively; its target is
to have 300 restaurants in China by 2010. Although the share of overseas net sales inits total net sales
is at approxi mately 20%, the company has said that awareness of the Ajisen brand has increased due to
overseas development, and subsequently attracted a significant number of customers.

(I'ssuesto be addressed in global business development)

As seen above, while many SMEs have developed overseas businesses and enhanced their added
value, many outstanding issues have been identified.

Since SMEs have limited access to management resources—such as capital, technology, and
human resources—compared to large companies, they face unique challenges, such as: (1) difficulties
in procuring good-quality equipment and raw materials locally; (2) difficulties in securing capable
human resources; (3) technology drain; and (4) problems with the collection of accounts receivable'®.

Moreover, in METI’s hearings involving companies that have withdrawn from overseas business'®,
respondents indicated a number of reasons for that withdrawal, including: (1) difficulties in securing
buyers/vendors'™: (2) difficulties in managing products and production processes; and (3) troubles
with local business partners. Clearly, there are many issues that need yet to be addressed in global

business devel opment™®.

(Need for support in SME global business development)
To support increasingly active SME overseas business development initiatives, the Japanese
government should move forward with the implementation of measures for supplementing

together.
1% Mitsubishi UFJ Research and Consulting, “SAIKIN NO SEIZOUGY OU WO MEGURU TORIHIKI
KANKYOU HENKA NO JITTAI NI KAKARU ANKEETO CHOUSA” (conducted in November 2005).
103 Organization for Small & Medium Enterprises and Regional Innovation, JAPAN (2006), “KAIGAI
TENKAI CHUSHOU KIGYOU JITTAI CHOUSA” (conducted in March 2006) aso asked SMEs
uestions regarding their reasons for withdrawal .
4 According to hearings from manufacturers that have withdrawn from China—as conducted by the
Japan Bank for International Cooperation (JBIC)—it was found that competition over |ow-added-value
products is intensifying in China, and that Japanese companies need to shift their focus to
higher-added-value products (JBIC, “2007 NENDO KAIGAI CHOKUSETSU TOUSHI ANKEETO
CHOUSA KEKKA (DAI 19 KAI)").
1% Other business concerns that would cause compani es to withdraw include, in the case of China, (1) an
increase in personnel costs, due to socia security tax increases; and (2) tighter environmental regulations.
With regards to personnel cost increases, in southern Chinain particular, the average worker’s daily wage
has doubled from 500 yuan to 1,000 yuan since 2003. With regards to environmental regulations, in the
metal-plating industry (for example), Chinese regulations are as tight as or tighter than those in Japan.
Another concern in the mid-term future is the shortage of power supply (based on hearings by MET]).




management resources and improving business environment for SMEs, so that Japanese SMEs can
focus on developing new markets that make use of their originality and mobility.

The specific measures that should continue to be enhanced include: (1) collection and provision of
information vis-a-vis the systems and commercial practices of target countries (e.g., trade fairs and
business-matching sessions hosted by JETRO); (2) support for hiring and training local workers (e.g.,
training programs provided by the Association for Overseas Technical Scholarship [AOTS] and Japan
Overseas Development Corporation [JODC]); (3) improving and expanding financial sources (e.g.,
financing by the Japan Finance Corporation for Small and Medium Enterprise, etc., and guarantees on
bank borrowings); (4) trade policy initiatives that help change the systems in target countries (e.g.,
utilizing EPA and investment accords); and (5) support for global branding efforts (e.g., support for
enhancing added value and developing markets through the JAPAN Brand Fostering and Support
Project, etc.)'® (see Figure 2-3-33).

106 See Global Economic Srategy (MET]) for actual feedback from companies, etc.



Figure2-3-33 Support measures for SVIES overseas busness development
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[Column 13]  Quality control: A unique challenge to SMEs™”

One of the major challenges in overseas production that is unique to SMEs is the obstacle of
quality control, which is much less challenging for large companies.

While large companies mass-produce standardized products using large-scale facilities, in many
cases, the skilled workers at SMEs skillfully operate special facilities to produce original products in
small lots. For this reason, it is more necessary for SMEs to train and educate local workers, to help
improve their skills, than is the case with large companies.

In fact, there have been cases where a lack of skills among untrained workers has resulted in
substantially lower-than-planned production levels. For example, in China, a medium-sized insulation
material manufacturer has not been able to produce products that meet quality requirements, because
the local workers have not been properly trained. The manufacture of insulation requires the mastery
of detailed skills, such as the control of raw material input volume and temperature adjustment;
although Japanese staff members have been dispatched to provide technical training for local workers
and thus help improve and maintai n product quality, many challenges remain.

[Column 14] Accounts receivable collection and the example of a foreign servicer performing
the function of an “external business division”

Some companies have had challenges in collecting accounts receivable and payments from
overseas customers. According to a survey conducted by JETRO in 2002, 75.3% of the responding
companies said receivables collection was a major problemin China
A lack of credit information on prospective customers—due to an unavailability of local
information—makes it difficult to screen potentially good customers. As a result, overdue payments
become a problem.

In such circumstances, foreign companies have started to provide accounts receivable collection
services, as an alternative to taking immediate legal action. For example, ABC-amega (U.S.) provides
payment collection services for its customers. The company’s staff members negotiate directly with
executives of the paying companies (i.e., the president and/or general manager in charge of finances)
and collect payments. However, Japanese SMEs are not fully utilizing this type of service, for a
number of reasons: (1) not many Japanese companies provide this kind of service; (2) even when
companies wish to use such foreign servicers, they tend not to have a branch or office in Japan; and (3)
communication in English is difficult when using foreign servicers. It is desirable for payment
collectors to become established and developed in Japan, taking into consideration the provision of
article 72 of the Lawyer Law, which forbids legal practices by parties other than lawyers and
legal-profession corporations.

107 METI (2008), White Paper on Small and Medium Enterprises in Japan 2008. Japan Finance
Corporation for Smal and Medium Enterprise, “DAI 8 KAl CHUGOKU SINSHUTSU CHUSHOU
KIGYOU JITTAI CHOUSA” and “DAI 12 KAl ASEAN SINSHUTSU KIGYOU NO JITTAI CHOUSA”
also provide detailed i nformation on the conditions of SMEs that operate overseas.




